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The Community economy

Introduction

The adjustment of the Community’s economy to the 1979/80
oil price increases and to the effects of the sharp rise in the US
dollar as from mid-1980 proceeded at a fast pace in 1981.
Domestic demand remained depressed as a consequence of
the persistence of a high rate of consumer price increases but
the current external account strengthened much faster than
was originally foreseen, as the terms of trade deteriorated less
than initially envisaged while exports rose strongly in
reaction to the improvement of the Community’s competi-
tive position. After a sharp fall in the second quarter of 1980
real gross domestic product was approximately unchanged
over the following four quarters; modest growth took place
in the third and fourth quarters of 1981 but for the year on
average GDP is estimated to have declined by 0,5%, from the
level of 1980.

With a continued rise in-the labour force (0,6%,) and a large
fall in the number of employed (1,4%,) unemployment saw a
fast increase, and by the end of the year reached the 10-
million level although with emerging signs that the rise was
slowing down in the early months of 1982.

The rate of inflation remained stubbornly high up to the end
of 1981 as the rise in import prices in 1980 and early 1981 was
reflected in domestic prices. The rise in wage costs, on the
other hand, seems to have slowed down somewhat in the
course of the year and the rise in the GDP deflator is
estimated to have dropped from 11,6% in 1980 to 9,6% in
1981.

A striking feature of 1981 developments is a 16,4%, decline in
imports of oil and oil products following a 109 fall in 1980.
The Community’s oil imports in 1981 thus were 309, lower
and total energy consumption per unit of GDP 10,59 lower
than in 1976 (the previous peak year).

Most recent information on general government revenue and
expenditure suggests that budgetary policy in 1981 was less
restrictive than estimated in the autumn of last year: the
borrowing requirement of general government in 1981 is now
estimated at 59, of GDP, up 1'% points from the level of
1980. On the basis of available budget proposals or
announced policy intentions the Commission services
forecast a decline to 4,7% of GDP in 1982. In some Member
States the budgetary policy stance is, however, still under

Table 1

Key economic indicators for the Community

GDP Product- Rise in Compen- Current General Savings Money Unem-

volume ivit; consumer sation account government ratio suppl loyed

growth2 growth 2 prices per  of balance financial  of house- o) in labour

employee 2 of payments deficits holds4  M2/M33 force

% % % % % % % % %

of GDP of GDP

1960-69 5,0 4,8 3,4 8,4 0,4 -04 10,4 2,1

1970-79 3,3 2,9 8.8 13,0 0,1 -2.1 13,8 13,9 3,8

1979 3,3 2,4 9,6 10,6 —0,4 -~3,6 17,1 11,9 54

1980 1,4 1,5 11,8 13,4 -1,3 -3,6 16,3 11,3 6,0

1981 -0,5 0,9 11,4 11,8 -0,8 -5,0 16,2 10,9 7,9

19821 1,6 2,0 10,6 10,2 -0,4 —-4,7 16,2 92,9 9,1
Half-years (annual rates)

1981 1 -0,3 1,5 11,4 : -1,0 : : : 7,5

1981 II 0,6 1,7 11,9 : -0,7 : : : 8,4

1982 I! 1,6 1,9 10,4 : -0,4 : : : 9,0

1982 II'! 2,3 2,2 9,0 : —0,4 : : : 9,3

Forecasts of the Commission services on the basis of present or anticipated policies.
% change over previous period.

Per employed person, whole economy.

9 of disposable income.

End of period over 12 months earlier.

Source: Commission services.

VAW -




The Community economy

consideration and it cannot be excluded that the envisaged
reduction of the budget deficit may prove difficult to realize,
particularly in view of the persistent unemployment and
sluggish activity.

Even if the forecast reduction in the budget deficit is brought
about on average for the Community, the borrowing
requirement of the Treasuries will continue to put substantial
claims on the capital markets in most Member States.
Monetary objectives have been announced for only three
Member States (Federal Republic of Germany, France and
United Kingdom); preliminary estimates by the Commission
services suggest that interest rates ease only progressively:
the growth of money supply is expected to be slightly less
than the growth of nominal GDP.

The recovery which started modestly in the second half of
1981 is expected to gain some pace in 1982 with an upturn in
the stock cycle as the main dynamic element while other
domestic demand components may revive more slowly.

The improvement in the external balance in real terms is
likely to be brought to a halt as the growth of imports will
resume in sympathy with higher stock formation. The terms
of trade are on the other hand expected to improve (after
three years of deterioration) and the deficit on current
external account is likely to fall further from the 1981 level.

As the pace of economic growth is likely to increase, the rise
in the rate of unemployment is expected to level off but
unemployment would on present trends seem unlikely to be
much reduced in the course of the year. The rate of inflation
may subside somewhat in coming months with the rise in the
deflator of private consumption declining from 11,99 in the
second half of 1981 to some 9,09, in the second half of 1982.

Although the leading indicators of cyclical developments
point to a further strengthening of activity in coming
months, the outlook for 1982 and beyond remains affected
by uncertainties concerning both the international environ-
ment and policies in the Member States. With respect to the
international environment the main risk would seem to be
related to the US monetary-budgetary policy mix and
notably to the possibility that a high budget deficit would
lead to a persistently high level of interest rates and a

deterioration of the US current external account. Within the *

Community the envisaged slow improvement of the
aggregate performance could be endangered by disturbances
caused by a widening of imbalances in the current external
accounts related to changes in competitiveness and/or to
divergences among the Member States in the stance of
budgetary and monetary policies.

The main policy problem for the Community is therefore to
implement the necessary policy adjustments in such a way as
to contribute to sustaining the cyclical upswing in 1982

10

without postponing urgent stabilization measures in those
Member States where budgetary and external disequilibria
have exceeded sustainable levels. Close coordination of
policies within the Community would in this context seem
more necessary than ever before.

World trade: trends and prospects

World trade developments in 1981 were marked by large falls
in imports to most European countries (including the EC)
and some further decline in Japanese imports while imports
to other OECD countries as well as to OPEC countries and
LDCs were relatively buoyant (Table 2). As a whole the
Community’s extra export markets (the growth of imports to
various markets weighted by their share in the Community’s
exports) rose by some 29, or less than half the figure of the
previous year. For the first time in many years the
Community recorded significant gains in market shares, in a
large part due to the improvement of competitiveness
resulting from the depreciation of the Community currencies
since mid-1980.

The pattern of world imports is likely to be more balanced in
1982 as the recovery in activity expected for the European
OECD countries will lead to a pick-up in imports while the
recession in North America may be felt in somewhat slower
growth of shipments to this area. With the growth of imports
to the OPEC countries likely to slow down somewhat further
(following the sharp expansion in 1980), the growth of the
Community’s extra markets will accelerate only modestly, to
some 3,49, or the same figure as the expected (unweighted)
growth in total world trade.

World market prices have been influenced by the appreci-
ation of the US dollar as well as by the recession in economic
activity. Thus the prices of non-energy primary products on
world markets fell very sharply in dollar terms in 1981. As
measured by UN indices food prices were on average almost
129, down on the previous year and other raw material prices
fell by almost 99 (see Table 3). Fuel prices in 1981 reflected
the oil price rises decided upon by the OPEC countries at the
end of 1980, but thereafter over-supply in the oil market
resulted in some slight downward drift in nominal dollar
prices. The prices in dollars of manufactured goods exported
by non-Community developed countries rose much more
slowly in 1981 than in the previous three years mainly in
reaction to currency movements against the dollar.



World trade: trends and prospects

Table 2

World GDP, world trade and EC export markets

(%, change over previous period, seasonally adjusted annual rates)

1977 1978 1979 1980 1981 19823 1980 1981 19823
I I I I I
GDP or GNP, OECD total 37 38 32 1,3 12 1.2 -0,3 24 02 0,7 3,0
Imports of goods (volume)
World 52 69 7,0 22 0,1 34 -29 1,1 1,8 3,2 5.3
EC10! 19 58 106 1,9 =37 39 -7.8 -43 23 39 5.2
World excluding EC 7,1 7,6 5,0 24 23 3,0 -0,1 4,2 1,5 2,8 53
of which:
OECD excluding EC 72 72 6,5 —1,5 0,3 1,7 —-5,3 40 —0,5 ~ 1,1 52
OPEC 14,5 50-120 12,0 11,5 7,0 13,0 13,0 7,8 80 6,1
Other developing countries 6,5 80 11,0 6,0 40 45 4.4 3,8 35 41 6,0
Other countries 30 100 20 38 08 2,9 2,5 0,2 09 34 40
EC export markets?
Intra-EC markets 41 62 104 19 -35 3,6
Extra-EC markets 54 4,5 40 47 20 34
Total 47 54 74 32 —-10 3,5
Exports of goods, EC total ! 5,1 50 74 27 35 46 -5,2 6,3 7,7 34 43

1 Including intra-EC trade.
§ Imports to the various export markets weighted according to their share in EC exports of goods.
Forecasts.

Source: OECD, IMF and Commission services.

Table 3

World export price developments
(%, change over previous period, annual rate - USD)

1977 1978 1979 1980 1981 19822 1980 1981 19822

Il I i I i
Fuel 10,5 0,6 39,7 67,7 104 —1,0 13,0 149 —0,2 -1,8 0,2
Food 145 13 129 168—11,7 —1,6 11,9 —-17,0-213 57 1.2
Other primary products 95 48 21,7 86 —88 —10 23 —10,7-154 3,0 64
Total primary products (excluding fuels) 125 3,0 17,1 12,7-10,3 —13 72 —14,1 —18,5 44 68
Total primary products (including fuels) 1,5 1,9 27,5 40,5 22 -1,1 10,7 30 —7,0 02 24
Manufactured goods ! (unit value) 68 13,6 118 9,7 46 6,3 12,3 33 0,0 89 75

1" Non-EC developed countries.
2 Forecasts.

Source: United Nations and Commission services.
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The Community economy

Although dollar prices were generally weak in 1981, the
picture looks rather different when prices are measured in
Community currencies. On average in 1981 compared with
1980 the US dollar appreciated against the ECU by almost

25%. So, for example, the world prices of primary products
(including fuel) rose in 1981 by 27,69 in ECU terms
compared with only 2,2% in dollar terms. The dollar
appreciation thus put considerable upward pressure on the
import costs of the Community; the prices of all the
Community’s imports from the rest of the world are
estimated to have risen by some 20% in ECU terms in 1981.

In the Commission services’ latest forecasts non-fuel
commodity prices in dollars are expected to recover during
1982 and to rise at a gradually accelerating but still modest
rate as demand picks up. But because of the sharp falls in
1981 the average level of these prices in 1982 is likely to
remain below their average 1981 level. With conditions in the
oil market remaining weak at least throughout the rest of this
year, no major adjustments to nominal oil prices are foreseen
in 1982, and the price index for fuel is expected to fall by 1%.
Dollar prices of exports of manufactured goods by non-
Community developed countries will rise more rapidly in
1982, despite some further slowing in the export prices
expressed in national currencies of most of these countries.

Reflecting exchange rate movements that have already
occurred the Commission services’ forecasts are based on the
assumption of a small appreciation of the dollar against the
ECU on a year-on-year basis equal to about 2%,. It is clear,
nevertheless, that import cost pressures on the Community
will be much less strongin 1982 than in 1981. The prices of all
imports by the Community from the rest of the world are
forecast to rise by less than 6% in ECU terms this year.

Output and demand

Throughout 1981 the Community economy was in the
trough of the second post-oil-shock recession. The volume of
Community gross domestic product for 1981 as a whole was
0,5% below the previous year, compared with an increase of
1,4% in 1980 (Table 4). But as indicated by the quarterly
figures based on data for the four largest Community
countries (Table 5) the sharpest falls in output had already
occurred during 1980; there were further small falls in gross
domestic product in the first two quarters of 1981 followed
by two quarters of marginally positive growth, but basically
throughout the year economic activity was bumping along at
the bottom of the recession without any sharp changes.

Industrial production in the Community stayed relatively
flat throughout most of 1981 at about the level to which it
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had fallen by the end of 1980 (Tables 5 and 6). A small rise in
the first quarter of 1981 was followed by two quarters of
renewed but marginal decline, and then by no change in the
fourth quarter. There are signs of a slight recovery getting
under way in several countries during the final quarter, but
this movement has yet to be confirmed. The average level of
industrial production in the Community in 1981 was some
2,19 below the previous year.

No clear trends are detectable during 1981 in the more
detailed figures of industrial production by category of
product and industrial branch given in Table 6. In almost all
industries the sharp declines experienced during 1980 came
to an end, but no clear-cut recovery ensued. Of the industries
shown in the table only the engineering and allied industries
and paper and paper products manufacturing enjoyed three
quarters of sustained, if relatively modest, expansion.

Agriculture and the service industries have continued to
expand, although at a slower rate than in most recent years.
The construction industry on the other hand has been very
hard hit in almost all Community countries, due to cuts in
public sector contracts and to the weakness of the housing
market and of industrial investment. Output of the
construction industry in the Community as a whole fell by
almost 4% in 1981 (Table 7).

The slow growth of output was exclusively due to the
sluggish development of domestic demand. There was a
small decline in private consumption, occurring in the first
half of 1981 with stagnation thereafter. The real disposable
incomes of households fell by about 0,39, mainly as a result
of the fall in employment coupled with increases in nominal
earnings per capita at much the same rate as the rise in
consumer prices. The savings rate of households declined
only slightly.

Government consumption on the other hand continued to
rise in 1981, but at a slower rate than in the previous three
years. In the second half of the year, however, there appears
to have been only a marginal rise as some governments
(notably in the Federal Republic of Germany and Ireland)
achieved greater success in restraining their consumption
expenditures.

Gross fixed investment fell by 3,8% in 1981, with sharp
declines in both halves of the year. Particularly large falls in
investment were experienced by Denmark, Greece, the
Benelux countries and the United Kingdom. Public invest-
ment has been generally cut back, and private housing
investment has been very depressed by falling real incomes
and high interest rates, a factor which together with the weak
demand and profitability prospects has also hit private
enterprise investment.

As usual through the business cycle, stock changes have
amplified the influence of movements in final demand on



Output and demand

Table 4
Demand, output and external balance, EC 10

1977 1978 1979 1980 1981 19823 1980 1981 19823
I I I I I
% change in volume
Private consumption 28 41 34 1,5 -02 06 0,4 -0,5 0,0 0,5 1,1
Government consumption 1,2 37 25 25 1,6 1,1 2,0 23 0,1 1,1 18
Gross fixed investment 14 28 41 20 -38 —-17 -34 -39 -31 -23 06
Stockbuilding ! 12 08 1,7 1,1 -06 05 0,5 -0,6 —0,7 02 08
Domestic demand 21 34 43 12 -22 1,0 -24 -28 —-08 1,3 24
Exports 2 50 48 62 2,7 32 45 -5 63 7,7 34 43
Imports 2 24 55 102 26 .-28 3,7 -6,1 -31 16 42 54
Gross domestic product at market prices 28 32 33 14 -05 1,6 -2,0 -0,3 0,6‘ 1,6 23
Contributions to change in GDP
Domestic demand (excluding changes in stocks) 22 37 33 1,7 -06 02 -0,1 -0,8 —0,6 01 1,1
Stockbuilding -02 —-04 09 —-04 —-16 1,1 -2,2 -2,1 -0, 1,7 1,3
Foreign balance 07 -01 -10 01 03 03 0,4 27 1,3 -0,1 —-0,1
As % of GDP

Trade balance (fob/cif) -09 -03 -15 —-2,5 —-1,7 —-1,1 -23 -1,8 —-1,6 -1,1 —-1,1
Current account of balance of payments 01 08 -04 -1,3 —08 —04 -1,0 -1,0 —0,7 -04 —04

I As % of GDP.

2 Goods and services, including intra-Community trade.
3 FPorecasts.
Source: Eurostat and Commission services.

output. The real level of stocks in the Community was cut by
an amount equal to 0,69, of GDP in 1981 after an increase of
1,1% of GDP in 1980. This large swing in stockbuilding is
equivalent to more than the total decline in GDP which
occurred in 1981. The negative impact from the stockcycle,
however, came to an end in the course of the year: in the
Community as a whole the reduction in stocks appears to
have continued at much the same rate during the second half
of 1981 as during the first half.

With domestic demand so weak in the Community in 1981
the volume of imports of goods and services continued the
decline which had begun during 1980. In 1981 as a whole
there was a fall of some 2,8% although in the second half of
the year imports did begin to rise again. Despite the absence
of growth in world trade the Community’s exports of goods
and services, which had fallen back in the second half of
1980, expanded at the relatively strong pace of over 6% at an
annual rate in both halves of 1981. There was thus a strong
positive contribution of the change in Community real GDP
from the real foreign balance in 1981.

The Community business surveys (reported in detail each
month in European Economy, Supplement B) signalled a
steady improvement in business sentiment throughout 1981
from the low point reached towards the end of 1980
(Graph 1). By January 1982 the composite business climate
indicator for the Community as a whole was some
13 percentage points higher than in December 1980. An
improvement was evident in most member countries.
However, although the views of the heads of manufacturing
enterprises were much less pessimistic by the beginning of
1982, the net balance of respondents to the question on
production expectations for the coming months still
remained negative in January, i.e. more respondents -
expected the trend of production to be down than expected it
to be up. Not surprisingly insufficient demand continued to
be cited as far and away the most important factor limiting
output. The improvement in production expectations in
recent months has been more marked in the consumer goods
industries (where the net balance of respondents had
narrowed to only —2% by January 1982) than in the
investment goods or intermediate goods industries.
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The Community economy

Table 5

Major supply and demand components, EC 4

(% change over preceding period in volume, seasonally adjusted annual rates)

GDP Imports ! Exports | Foreign Domestic Change Gross Private  Government Industrial

balance I 2 demand in fixed consump- consump- production

stocks 2 investment tion tion EC10

1979 1 15 6,4 =1 | -1,8 34 0,9 =355 5,4 22 1,6
2 5,7 20,6 14,5 —1.3 7,1 =16 18,2 8,0 2,0 8,4

3 2,5 13,4 5,4 =19 4,5 4,7 8,3 —3.5 1.4 3,2

4 5,6 7,0 5,4 —-0,4 6,0 0,5 9.2 39 2,6 4,5

1980 1 4,5 11,5 1353 0,4 4,1 —0,4 4,6 5,0 3,6 0,8
2 -6,3 —6,2 =127 =28 —4,5 =135 =32 =38 24 —4.8

3 —-14 =33 —6,0 707 =057 —2.6 -28 3.3 3,6 —10,0

4 0,9 =5l 24 2.2 2,2 —-23 27 152 =illS —4.8

1981 1 —0,2 =18 10,6 3,2 32 =25 —8,6 =06 8,5 1,3
2 — 02 —-54 10,1 4,2 4,2 —3,4 1.7 =09 —-54 -0,8

3 1,0 14,0 13,1 —0;1 —0;1 0,0 =249 1,4 4,1 -0,6

4 0,8) : : : : { : : 0,0

1 Goods and services, including intra-Community trade.
2 Change as % of GDP of preceding quarter.

Source : Estimates by the Commission services based on national accounts data for the Federal Republic of Germany, France, Italy and the United Kingdom.

Table 6

Industrial production by branch, EC 10

(% change over previous period, seasonally adjusted)

1977 1978 1979 1980 1980 1981
1 2 3 4 1 ) 3
Industry (excluding construction) 23..24 49.-09 0,20:~1.2 =600 =D, 3102 =201
Intermediate goods 2.2 2,9 6.3 =28 =S =R == SR M =048 =110 0,5
Investment goods 2,605 3.7 4,1 =05 13, == a] 0,7 =03 134 =07
Consumer goods 2.5 2,8 3.9 "— ¥ (50 G B Ee N T 000 0,68 =03 0,1
Energy ! 0625 w6 9.3 =09 0.6 - =il:7: =T1.5:%35 e (L) 15
Manufacturing industries 1,8 1,8 44 —-09 0,0 =g 1u2 6% 20 035 50055103
of which:
non-metallic mineral products 245 1.2 45 02 14 —23 —4,6 —3:l 0,1 =0,8:~—113
chemicals and man-made fibres 2.1 s} ST =33 09" =38 =6.0 1.7 3,1 R 2R
mineral oil refining =1 =0.3 7.9 —LE2 —= 0.5 =764 —6:3 1.3 —4.7 —3.6 1,6
production and preliminary processing of metals =22 o+ 3.8 5.3 =35 8 5,1 =64 —43 0,6 —0,8 1,9
engineering and allied industries 2,9 1.3 3,8 0,8 0,0 '=0,9 =0:9%—=2.7 0,2 0,8 2,9
motor vehicles, parts and accessories 34520 . 42%—63 =152 —2xp" S8y 55 =i 25340 8% ()
food, drink and tobacco industry 0,7 3,8 3,2 —08 0,0 =2l03—3.0" . -2:9 1,8 —04
textiles industry HLFIEDT - 53219 153 -7~ 135 54, B sanl =G 8% 04T
clothing industry =2 =41 5,251 0,758 = 116"1+7.6 0,8 lidea—04]
footwear manufacture 0,4 —38 3,74:—47 —-3,6 1.3 =530, =164 —1. 25 1055 5104
manufacture of paper and paper products 2.2 .40 T A 04, —1.9.+3.0=43 2.7 1,5 1.2

I Energy production including mineral oil refining.
Source : Eurostat.
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Output and demand

Other indicators from the business surveys also show some

continued improvement during 1981 and into 1982 from the GRAPH 1: Business survey indicators for manufacturing
very depressed situation at the end of 1980. The balance of ‘ industry and the index of industrial production,
industrialists considering order-books and export order- EC9Y (a)

books to be below normal has narrowed, while stocks of

finished products are no longer judged to be as far above

normal as early in 1981.

While the business surveys provide accumulating evidence of i }l'g-:‘l, p?;?;wo“rmdex ®) |

a gradual but steady improvement in the business climate & *, Recent production
which should soon be translated into an upturn in business i {rend (survey
activity, the Community consumer surveys show that 2o ,o*
sentiment among consumers remains pessimistic.
Business

| climate
In the latest results for January 1982 consumers’ views about : indicator (d)
their financial situation over the coming 12 months remained gt g i o)

at a very depressed level, and intentions to make major i
purchases also stayed low (Table 8). Saving intentions =
continued to be very weak. The overall index of consumer
confidence based on answers to these and other questions in
October 1981 reached its lowest level since the surveys were
begun in 1972 and recovered only slightly in January 1982,
suggesting that the revival of private consumption in the
Community may be only gradual.

| Production expectationsl (e)

In 1982 as a whole private consumption could nevertheless ‘
be expected to show marginally positive growth. Real Export order-books (c)
household disposable income could rise by about 0,5%, after ’ ‘
last year’s fall. Nominal earnings per capita should rise L | |
slightly less rapidly than consumer prices and employment _\Ej{ed—pmduct stocks (c)
will fall, but the other components of household income

(non-labour income and transfers) are likely to rise faster
than the inflation rate. The rise in real incomes should thus i
allow a slight increase in private consumption, more Price expectations (c)

especially in the second half of the year. | v/\-\

A further slowing in the rate of growth of government "I'"“""“[“'“l“ wlulididoly
consumption is forecast for 1982, although expansion i i i i
towards the end of the year may be somewhat faster than in

the second half of 1981. For the third year running

government consumption could show faster growth than the

other components of final domestic demand.

/
v
/"
P

5 . . : o (a) Weighted total of available country data.
Fixed investment is expected to fall further in 1982> by 177%>~ (b) Industrial production excluding building and construction and, in the case of

The decline in the first half of 1982 should not be as sharp as g:rl:;e the foodstuffs and beverages industry. Three-month moving

during 1981, and at about the middle of the year the cyclical (c) The last section of this curve represents the recent production trend (in

- > S December 1981 and January 1982) in the Community with the exclusion of
low p01nt in investment should be reached and a slow Denmark, Greece and the United Kingdom, for which data are not available.

ver houl in. the Member t for (d) Composite indicator based on the replies to the questions on production
recovery should begin. All ember States T expectations and stocks of finished products. The indicator is an average of

Denmark, Ireland, Luxembourg and the United Kingdom the net balances, i.e. differences between the percentages of respondents
s . giving positive and negative replies.

ar.e expected to ShOVY year-on-yqar dr'op's in fixed 1nvestm§:nt (e) Net balances, i.e. differences between the percentages of respondents giving

this year. Generally investment in building and construction positive and negative replies.

will remain weaker than equipment investment in most Source: European Community business surveys and Eurostat.

countries.
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Table 7

Output and employment by sector, EC 10

(% change over previous year)

Gross value-added at constant
market prices and exchange rates

Number of wage
and salary earners

1977 1978 1979 1980 1981 19822 1977 1978 1979 1980 1981 19822
Agriculture, forestry and fishing 33+ 4.6 | e 1| 0,8 1.7 =13 =30 rdndis = et )
Industry 22 23 47 5035 =085 625
=05 =150 7 0.6, —1;2: — 3.9 =8
Construction (e Dey8 3.2 1.45—=39 =05
Services 3,0 32 3.2 1,8 1,4 1,4 1,4 152 2,0 2.20—0:2 —0.0
Total ! ) TR T TRES) o ol | g |1 O, (1058 11 02 = 108 0 =014

1 Total gross value-added at market prices is equal to GDP at market prices less net taxes linked to imports.

2 Forecasts.
Source: Commission services.

Table 8
Indicators of consumer sentiment, EC 8 !
(1975 = 100)
Financial Intentions Saving
situation to make intentions,
of house- major next
holds, purchases 12 months
next
12 months
1977 103 100 99
1978 106 103" %3 103
1979 105 103 104
1980 99 98 99
1981 96 94 93
1980 January 98 99 101
May 99 98 100
October 99 95 96
1981 January 96 0% 98
May 97 94 95
October 96 94 85
1982 January 97 92 87

I Excluding Greece and Luxembourg.
Source : European Community consumer surveys; European Economy, Supplement C.
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Enterprises are expected to start adding to their stocks again
in 1982. These additions will be on a relatively modest scale,
but because stocks were being run down in 1981, the turn-
round will have a strong positive influence on output growth,
contributing 1,19 to the 1,6% rise in GDP which is forecast.
This compared with a contribution of only 0,2% from the
components of final domestic demand, and one of similar
magnitude from the real foreign balance, where an acceler-
ation in the imports of goods and services will result in no
further improvement during 1982.

Looking at developments in output by branch (Table 7) a
recovery is expected in industrial production (both in the
manufacturing and the fuel and power industries). Building
and construction is expected to show a further fall of almost
19;. The service industries do not appear likely to expand any
faster in 1982 than last year, mainly due to slower growth in
the output of non-market (mainly government) services.

Gross domestic product in the Community as a whole is
expected to gradually accelerate upwards, with annual
growth rates of 1,6% and 2,3%; in the first and second halves
of 1982 respectively. For the year as a whole real GDP is
forecast to be some 1,6% higher than in 1981, a disappoint-
ingly slow increase for a post-recession recovery year.




Labour markets

Labour markets

Last year saw a further serious deterioration in the
Community’s labour markets. The number of jobs fell and
the steep rise in unemployment which had started in 1980
continued unabated throughout 1981. By the end of 1981
over 10 million people were unemployed in the Community
and the seasonally-adjusted unemployment rate had risen to
8,9% (or to 9,19 excluding Greece).

The fall in economic activity in the Community in 1981 was
accompanied by a reduction of 1,4% in total employment
and of 1,8% in the number of wage and salary earners
(employees). All branches of the economy saw a decline in
employment, but the effects of the recession were particularly
marked in the manufacturing and construction industries,
where taken together the number of employees fell by about
49. Even in the service industries, where there was a small
rise in output in 1981, the number of employees declined
slightly. Since in the economy as a whole employment fell by
more than output, there were still some productivity gains,
but at a much slower rate than in recent years.

While the number of jobs was shrinking the size of the labour
force continued to rise. This is mainly due to demographic
factors: there are more young people reaching school-
leaving age than older people reaching retirement age, a
situation which is likely to persist into the mid-1980s. At the
same time in several Member States average participation
rates have continued to rise, with an increasing proportion of
females (except among the youngest age group) either in or
seeking employment. On the other hand, participation rates
among males have tended to decline as some males have been
discouraged from joining or staying in the work-force by the
reduced opportunities for finding a job.

A fall in the number of jobs together with an increasing
labour force has meant a very rapid expansion in unemploy-
ment. The number unemployed in the Community (EC 9) at
the end of 1981 was 329, higher than 12 months earlier. All
Member States shared in the increase but the fastest rises
were in the Federal Republic of Germany (+ 52%) and the
Netherlands (+479%). Although unemployment rates among
women remained higher than those among men, the male
unemployment rate rose much faster during the year and the
proportion of males among the unemployed rose from 57,19
at the end of 1980 to 58,69 at December 1981, continuing a
trend evident since the end of 1979 when the current rapid
rise in unemployment began. Young persons aged less than
25 years represented 38,59 of all those unemployed at the
end of 1981, with an even bigger proportion of the female
unemployed coming from among the young.

The recovery in economic activity in the Community
expected during 1982 will influence labour market con-
ditions, but no swift reversal of employment and unemploy-
ment trends is likely. A further fall of about 0,49 in the
annual average of total employment is forecast, although in
the course of 1982, as output starts to grow more quickly, the
fall in the number of jobs should cease. Most of the rise in
output will, however, be reflected in productivity gains and
with the labour force rising steadily, the number of
unemployed is unlikely to see any decline in 1982. The
unemployment rate in the Community is forecast to reach
9,1% on average for the year compared with 7,99 in 1981,
with rates as high as 13,3% in Belgium, 12,0% in Ireland and
11,8% in the United Kingdom.

GRAPH 2: Unemployment (s.a.), EC 9

1
Number unemployed asI A
™ of civilian labour force
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Source: Eurostat.
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Table 9

Employment and unemployment, EC 10

1981 1977 1978 1979 1980 1981 19824
(°000)
(% change on previous year)

Active civilian population ! 114 500 0,8 0,7 0,9 0,7 0,5 0,8
Total civilian employment 106 800 0,3 0,6 0,9 —=0,1 -1,4 -0,4
Wage and salary earners 88 300 047 0,8 159 0,2 =8 -0,4
Unemployed ! 9 009 9,4 42 165 123 31.7 14,8
— Unemployment rate (%) ! 52 5,4 5,4 6,0 7,9 9,1
Vacancies 2 400 3,9 11,0 16,0 —15,8 —34,0 3
GDP volume growth 2,8 39 343 1,4 =4,5 1,6
Productivity growth 3 25 2,6 2,4 1,5 0,9 2,0

! Eurostat definition.

2 Excluding Greece, Ireland and Italy.

3 Index of GDP volume divided by employment index.
4 Forecasts.

Source : Eurostat and Commission services.

Prices and incomes

Import prices were still making a strong contribution to the
increase in Community prices in 1981 as the initial oil price
rise was reinforced by the fall in European currencies against
the US dollar. Although some decline was recorded in the
impact of labour costs on the rise in prices, this remained
proportionately high and it was only the residual factor,
reflecting profits and other incomes, which showed any
significant downward movement. In 1982 the forecasts show
a radical change in developments. They suggest that the
contribution of import prices and wages will decline
substantially while there will be some increase in the residual
factor as profit margins are restored. This process will be
facilitated to a certain extent by the better competitive
position of European goods following the exchange rate
changes during 1981.

The Community consumer price index, after a steady climb
from mid-1978 to an all-time high in mid-1980, eased
moderately in annual average terms in 1981 but nevertheless
remained at about 129, annual rate until the end of the year.
Graph 3, which gives the seasonally adjusted six-month
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increase on the basis of the behaviour of components of the
index, shows the path of this development. It will be noted
that most of the year-to-year decline in 1981 is accounted for
by the downward surge in mid-1980, mainly due to the
deceleration in energy prices and the cost of manufactured
goods, but seen also in the price of other categories. Food
prices, after running about three percentage points less than
the rise in the general index, moved upwards in 1981, as
higher Community prices for agricultural products began to
feed through to the consumer. Rents too began to pick up in
the second quarter of 1981, but the annual average increase
for 1981 was still considerably less than that seen in 1980.
These upward movements through 1981 were counter-
balanced by a pronounced deceleration in the prices of
manufactured goods, as profit margins were squeezed by the
lack of buoyancy in demand, and a fall in the rate of increase
in energy prices. Although fuel prices have slowed through
the year, their trend rate was still above 209 in the late
months of 1981. The prices of services, on the other hand,
moderated in 1981, despite generalized rises in public
transport charges, as previous energy price rises were
adjusted for and governments sought to ease their budget
deficits.




Prices and incomes

GRAPH 3: Consumer prices and main components, EC 9

Change on six months (s.a.) expressed as an annual rate
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The Community average inflation rate as measured by the
consumer price deflator, a less volatile measure of consumer
prices, was 11,49 in 1981 as against a figure of 11,89 in 1980.
A more substantial fall is projected for 1982, as the expected
halving of the import price increase feeds into domestic
prices. The GDP price deflator, which reflects the change in
domestic costs in 1981, rose at a slower pace than the
consumer deflator, reflecting principally the deterioration in
the terms of trade. These losses of purchasing power to the
foreign sector totalled over 7%, during the period 1979-81
coming quite close to the 11% gap experienced over the
period 1973-75. However, the rise in import prices was more
evenly spread over the period, rather than being con-
centrated in one year. In 1982 a narrowing of the two
measures is expected with the lower rise in import prices
slowing down the consumer deflator while domestic costs
only ease modestly (see below).

Per capita compensation of employees grew by 11,89 in
1981, a fall from 1980, and considerably under the figures
reached in 1974 and 1975. The highest rate of wage increases
was measured in Greece. Statistics for Greece are only
available from 1980 when the increase in compensation per
capita was 23,4%. This rate of growth declined marginally in
1981 to 21,8% but the recently introduced measures,
including a shorter working week, longer paid holidays and
higher pensions, and the implementation of automatic
indexation of public (and, indirectly, private) sector wages
from 1 January 1982, are expected to push the 1982 increase
in compensation per capita to 27,2%;. In other countries with
a high rate of increase in 1980, figures for 1981 and 1982
point to a continuous slowdown in the growth of pay, the
most marked example being the United Kingdom where the
rate in 1982 will be nearly 1%, below the Community average,
whereas in Italy and Ireland the nominal increases are only
expected to move back moderately. In the latter case, 1982
will be the first year since 1971 when incomes are not
governed by a nationally negotiated agreement (see Eu-
ropean Economy No 6, p. 73: Incomes policy in Ireland: a
brief account of past agreements) but will be the subject of
bargaining at plant level or by occupational group. The
lowest rate of increase in compensation of employees
occurred in 1981 in the Netherlands (3,8%,) where measures
were taken in late 1980 to restrain wages in 1981. These
policies involved a reduction in the automatic linking of
wages to price rises and in holiday allowances together with
measures on civil service pay and later limitations on the
allowable rises in labour costs which could be passed on into
prices by enterprises. In France, Belgium and Denmark
compensation of employees increased more rapidly in 1981
than in the previous year but some slowdown is expected in
the two former countries in 1982 as a result of proposed
voluntary, or statutory, incomes policies.
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Table 10
Consumer price developments by commodity groups
(%, change)
Food Non-food Fuel and Services! Rents Total
goods light
EC9 1978 7,5 g 7,4 7.3 9,2 6,4 7,6
. 1979 8,9 10,1 16,0 9,8 14,3 10,2
1980 11,0 15,2 25,3 13,8 17,0 14,1
19813 13,1 11,8 18,7 12,3 14,4 13,3
of which:?
B 8,8 9,2 - 6,0 8,6 8,1
DK 13,6 12,7 25,8 11,8 8,5 12,2
D el 7,1 14,4 6,4 49 6,3
F 16,2 12,3 18,7 14,2 13,7 13,9
IRL 3 16,9 26,5 27,9 : 17,6 23,3
I3 18,6 17,3 25,0 21,0 14,4 18,2
I 8,8 g 14,9 : : 8,0
NL 6,9 T2 2157 7,0 8,1 7,4
UK 9.5 10,8 13,4 10,9 22,1 12,0
1 Services excluding rents.
2 December 1981 compared with December 1980.
November 1981 compared with November 1980.
Source: OECD and Eurostat.
Table 11
Price and cost indicators, EC 9
(%, change over preceding year, annual averages)
1970-79 1974 1975 1976 1977 1978 1979 1980 1981 1982
forecasts
Prices
GDP price deflator 9,0 115150358 59 Tt 906 =8 4 e G 1. 5 - 59 10,1
Consumer price deflator 8,7 12:%.512:5: £ 10248598 713920~ 11,6 4182 10,6
Export price deflator ! 8,2 2334 17572916~ 83 kgl x <9 2011 +711.3 8,7
Import price deflator! 9,0 36,1 4:4:8 12:0% 8.5 RO w109 “14.5 152 8,0
Costs
Unit labour costs 2 9,6 1425 46,3 175 3901 7,8 8.6" #12.9" 10,5 T
Per capita compensation of employees 13,0 164 16,5 12441031 DT =106, - 133156 10,0
Real per capita compensation of employees 3 4,0 33 IR L) e 0. e 151 1,504 —-0,6
Real labour costs 4 3,7 408 ) GRS s NS L2709 156 - %20 =01
Productivity
Real GDP per person in employment 3.1 1565 20} 312 3 2 N RE 29T 1 1,0 231
Terms of trade —3,3 =96 +3.2 =240 =2 R INEE =180 0 =S 0555 #0155
Adjusted productivity 3 : -0,6 09 46 ot SO - R | 03" =0,2 2:1
Real wage gap 6 0,7 4.4 2:0 ¢ =i BB =04 =011 2,3 1,6 e 17
Change in dollar value of the ECU 4 =31 410550 8 2 1 a6 S 1,4 —19,8 =7 )

Goods and services.

Compensation of employees, including social security contributions, per employee, divided by GDP at constant price per person in total employment.

Compensation of employees, including social security contributions, per employee deflated by the consumer price index.

Per capita compensation of employees deflated by the GDP price deflator.

Adjusted productivity is defined as follows : GDP at 1975 prices plus exports at current prices deflated by the import price deflator, minus exports at 1975 prices = GDP adjusted for the
terms of trade; this adjusted measure of GDP is then divided by total employment.

6 Real per capita compensation of employees divided by adjusted productivity.

Source: Commission services.

L N
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Real compensation of employees in the Community as a
whole continued to increase over the years 1980 and 1981
although the rise was considerably less than that recorded in
1974-75; a small decrease is forecast for 1982. Although
productivity, as indicated by real GDP per person in
employment, increased in 1981, this output measure does not
allow for the impact of the shift in the terms of trade on the
growth in resources available for domestic expenditure. A
more appropriate measure here would be ‘adjusted pro-
ductivity’ (GDP per person employed adjusted for the
impact on national income of changes in the terms of trade).
On the basis of this definition, due to the serious deterior-
ation in the terms of trade, adjusted productivity fell in 1981
(0,2%,) after a very modest increase (0,3%) in 1980, while real
labour costs increased by 2,09 in 1981 — or 0,49, points
faster than the previous year. The labour income ratio (the
wage gap) thus shifted somewhat in favour of wages in 1981,
to a level above the previous peak reached in 1975. This
indicates an insufficient adjustment in these years of the wage
sector to the realities of the economic situation, after the

progress made from 1976 in compensating for the earlier

shock. On the basis of expected policies in 1982 and the level
of pay settlements to date, some clawback is expected of the
real wage gap as productivity picks up, real labour costs
moderate and the terms of trade improve.

As a result of the two adjustments which took place in the
EMS currency system in 1981 (cf. section below on exchange
rates) inflation differentials were offset to varying extents by
currency adjustments. In Belgium/Luxembourg, and to a
large degree in Italy and France, the differences in inflation
rates vis-a-vis the Federal Republic of Germany and the
Netherlands, were equivalent to exchange rate changes in
1981. In Denmark and Ireland on the other hand inflation
differentials with other EMS countries were not reflected in
exchange rates. Both these countries have a high proportion
of their trade with the United Kingdom and the appreciation
of sterling in 1981 meant a more substantial downward
movement of their total effective exchange rate than of their
exchange rate against EMS partners. Community countries
with floating exchange rates exhibited contrasting develop-
ment in 1981. A substantial fall in the inflation rate was
recorded in the United Kingdom to bring the level down to
the Community average. At the same time, since sterling
recorded a strong appreciation against the ECU, cost
competitiveness declined dramatically, with unit labour costs
rising by 20%; in ECU terms as against a Community average
of under 12%. An improvement in the cost position is
forecast for 1982 when the increase is expected to be in line
with the Community average. In Greece, although some
depreciation of the drachma was recorded in 1981, the
acceleration of the inflation rate to 23%:Y%; is likely to have
eroded a certain amount of the leeway given by low relative
costs.
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Table 12

Trend and divergence of prices and labour costs

(%, change, annual rates)

Consumer price deflator

GDP deflator Unit labour costs !

1970-79 2 1980 1981 1982

1970-79 2 1980 1981 1982 1970-79 2 1980 1981 1982

average forecasts average forecasts average forecasts
National currencies
B 6,7 64 176 100 7.2 4.3, S8 85,60 = TS el
DK 9:6 12,3 =155 10,1 9,5 89 104 11,5 0.2°5:279 10, 0%
D 5.1 5,4 6,0 4,5 5,4 4,8 4,0 4,0 5% Sl 4,5 29
GR Blus- 2202 238 24.0 122 17,9 *19.6* 253 : : : :
F 8.5 1352 J82F%13.0 838 1135 12,0:'4129 94 13,6 14,6 10,7
IRL 12,7 - 18,2 200 19,5 13,2 14,1 18,9 209 145015 RO 7P S 15, 3i18eS
I 13,15 20,3 ¢ 192 16,5 13,3 «<=20,3 . 155 17,9 14;6 - w1843 121,2 167
I 6.3 . sl =il 12,0 7.00,:46,8 116,25 100 9.9 +4:89/. 102 w70
NL 74 +69% 6,7 50 705 5.8 67158 g/ SR e oMl |
UK 12,1 - 15,9 83116 10,3 12,6 18,9 11,7 9,1 129 ;20:6 . 111 6,6
EC 10 88 11,8 114 10,6 9,1 11,6 - 96 101 936 S 129 11 7e s 5n
Standard deviation EC 10 3,5 62 62556, 4,3 6,2 56 6,8 38 64 56° 48
USA 63 10,2 8Ya T2 6,5 8,9 9 8 10,8 10,8 T 75
Japan 86 7,1 4% 4% 760 3@ -3 Y. s LR e
ECU

B 9.3 52 58 —4)9 9.8 3.2 3.3 =6l b IR 49 5,7 =94
DK 10,3 . 34 10,2 89 102 « 0:3 91:103 919+ —0;6: =88 ~=84l
D 10,1 49 6,4 8,6 10,5 43 44 8,6 11,0 4.6 4,9 6,6
GR 59 46 19,2 10,3 6,6 09 156 10,7 : : : :
F 74 12,4 10,0 83 .70 07 BxiBi8 "8 83 128 107" "6.8
IRL 77 17,0 174 18,7 8:2r 131163 20,1 R LTt ) R ).
Ii 6:80 15.1..12.1 -96 7,0 15,1 87+ 99 82° 1132140 88
0 89 65 6,3 —32 96 56 44 —49 12,6 E750 a5 Bds &= Th S
NL 10,6 6,5 62 97 10,8 . 4927 62 %94 11,1 S 0825 =307
UK 7.5 - 25265 20,8 6,8 8,0 284 209 5,6 8,35 30,25+20.2 312
EC 10 8,8 11,8 11,4 10,6 9,1 11,6 9,6 10,1 916:° 12,95 1157 8,8
Standard deviation EC 10 g 7,1 58 68 : 86 . 59 717 d 9.2 T4 2746
USA 3.2 85 -355 3,4 72 364 3 7,6 9,1 348 :
Japan 10,8 2,2 34,5 9.8 ° —155 “132.5 G 1,0 35554354

1 Compensation of employees (including social security contributions) per employee divided by GDP at constant prices per person in total employment - EC 9.

2 Compound annual rate between 1969 and 1979.
Source: EC 10: Eurostat and Commission services; USA and Japan: OECD.

The outlook for prices and costs in 1982 is somewhat more
encouraging than recent developments. The position is one
of a slowdown in the external stimulus to price increases
together with a continued weakening in the contribution of
labour costs as productivity picks up and as some countries
succeed in moderating the increase in nominals through
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incomes policy measures. A full analysis of the behaviour of
costs in manufacturing industry is contained in a special
article at the end of this publication. From this it can be seen
that the competitive position of Community industry, in
terms of relative labour costs in a common currency, has
improved markedly through 1981 mainly due to changes in
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exchange rates. This should leave room for some expansion
in profit margins, while at the same time boosting volumes.
The improvement of profit margins now envisaged for 1982
will, however, hardly do more than compensate the
deterioration which took place in 1981. A further reduction
of the real wage gap will thus be necessary to restore
profitability even to the level of 1978-79.

Table 13

Origi_n of price increases (final expenditure), EC 9

(contribution to the increase in the deflator
of total final expenditure - %)

Import Labour Indirect Other Total 2
prices!  costs per taxes ! factors
unit of (residual) |
output
1974 8,3 6,8 0,8 1,3 17,2
1975 1,0 7.4 1,3 2,2 11,9
1976 2,8 3,2 1,1 2,5 9,6
1977 2,0 3,6 1,0 2,1 8,7
1978 0,1 3,1 0,9 1,7 58
1979 2,1 3,6 1,3 1,9 8,9
1980 32 5,0 1,5 2,2 11,9
1981 3,5 4,6 1,1 1,6 10,8
19823 1,9 3,6 1,0 29 9,5

1 Per unit of output.
2 Total = deflator of final expenditure.
3 Forecast.

Source : Eurostat and Commission services.

Budgetary policy developments

Information now available on the expenditure and revenue
aggregates in the Member States suggests that the level of
general government net borrowing in the Community in
1981 was significantly higher than suggested by the forecasts
by the Commission services published in the Annual
Economic Review 1981/82 (European Economy, No 10,
November 1981). Net borrowing in 1981 is now estimated at
5% of Community GDP, rather than 4,4% as previously
foreseen, and thus rose by 1% points from its 1980 level
(Tables 14 to 16).

Among Member States, general government net borrowing
as a percentage of GDP rose particularly sharply in Belgium
and Denmark and an above-average increase was also
recorded in Italy (Table 14). All three countries had already

incurred general government net borrowing out of line with
the Community average in 1980. There were also substantial
increases in borrowing in France and Greece; France had
had a surplus in 1980 while Greece appeared to have a deficit
close to the Community average in terms of its size relative to
GDP. The United Kingdom was the only Member State in
which general government net borrowing fell as a percentage
of GDP in 1981.

Asin 1980, the increase in general government net borrowing
was more than accounted for by a deterioration in the
current account of general government : gross saving became
heavily negative in 1981. Net capital spending was again
reduced as a percentage of GDP. Among Member States, the
pattern of changes in gross saving is similar to that in net
borrowing.

A somewhat different impression both of the Community
situation and of relative positions of the Member States
emerges from the estimates of general government net
borrowing less net interest payments (Table 14). This
aggregate may, to the extent to which interest payments have
in recent years largely comprised inflation compensation, be
a better guide to the state of domestic demand likely to be
associated with budgetary operations and to the evolution of
the real indebtedness of general government. The increase in
net borrowing in the Community, on this basis, in 1981 was
less than on an unadjusted basis (but since real interest rates
rosein 1981 the effect on real indebtedness of this adjustment
may be overestimated). While, in relation to the Community
average, the positions of Belgium and Italy, in particular, but
also of Ireland, appear less extreme when net interest
payments are excluded, they remain considerably worse than
the Community average. The positions of the Federal
Republic of Germany, the Netherlands and Luxembourg are
significantly worsened. However, as regards changes
between 1980 and 1981, the positions of the Member States
in relation to the Community are little altered by the average
adjustment. It should be stressed, moreover, that while this
adjustment of the budget deficit figures may give some
insight into the nature of the complex of adjustment
problems facing each country it should in no way be
interpreted as an indication that these problems are less
severe than suggested by the overall budget deficit.

Components of changes in general government net borrow-
ing are shown in Table 15. Latest Commission estimates
indicate that in 1981 the ‘automatic’ effects of changes in
activity and the effects of changes in net interest payments
would together, in the absence of any other changes in
budgetary stance, have resulted in an increase of 2,2 points in
net borrowing. Thus changes in budgetary stance, other than
those involving interest payments, labelled ‘residual’ changes
in the table, worked in an offsetting direction to the tune of
0,8% of GDP.
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Table 14

General government budgetary aggregates, EC and Member States, 1980-82

Current receipts

Total expenditure !
i 9% increase

o
% increase

Net lending (+)

Net lending (+)
or borrowing (—) 2
o/ GDP

or borrowing (—)?2,
net of net interest

Gross saving (+)
or dissaving (—)
% GD:

. payments
% GDI

1980 1981 19823 1980 1981 19823 1980 1981 19823 1980 1981 19823 1980 1981 19823
B 10,9 13,1 6,9 6,6 6,1 9,3 —4,6 -8,0 =2 =94 =133 120 =38 ~10i5 — 3.
DK 1494 17,14 1484 12,2 8,0 11,8 —-2,04 —6,7% —854 =594 —10,74 . —~12,14 |
D 8,3 6,6 42 12 42 6,4 +2.3% 409 +iI3 =35 =A== —20" =248 ./ 18
GRS (21,8)6 (33,5)6 (29,1)¢ 19,9 22,1 24,1 (#02) (=20 (=39 (—3.3) (—63)" (—82) : ; /
F 15,9 18,5 18,5 16,6 12,4 16,2 +835 411 =00 FO@ = 2d s =R Ho 1,5 =08l LEailie
IRL7 27,3 26,78 188 26,7 23,7 23,6 =48 =53 =52 -128 -1448 -123 -86 —928 -43
I 244 29,0 21,2 29,7 234 22,6 =3 §lm=g2. =56 =785 =106 10,3 O e I R
E 10,5 10,1 9,7 8,6 7.5 9,0 89 o HEY. BT =8 =B Ns =26 =47 =49
NL 9,5 7,6 6,6 8,1 6,3 7,6 S0 R ) I O ) L =34 =41, ' =87 =27 =80 =21
UK 21,3 12,5 9,8 24,4 15,4 13,0 =08 =R Ry =35 - =25 =028 E13" * +26
EC 14,7 14,5 12,1 15,0 11,2 12,9 +08: =08 =08 =43,6; : S0 =T == [ R R |
1 Including consumption of fixed capital.
2 National accounts basis, excluding loans and participations.
3 Forecasts.
4 Including capital losses on bonds issued below par. Net borrowing, as a percentage of GDP, excluding such losses, is estimated as 2,9% in 1980, 6,9% in 1981 and 8,5% in 1982.
5 Expenditure, gross saving and net borrowing statistics not comparable with those for other Member States. Capital account figures are particularly uncertain; on some bases of

calculation, net borrowing as a percentage of GDP in 1981 and 1982 could be considerably higher than indicated in the table.

6 Current expenditure (including consumption of fixed capital) only.
7 1982 forecasts based on budget proposal of 27 January 1982 (see text).

8 Excluding private sector participation of IRL 112 million (1,1% of GDP) in investment.

Source : Commission services.

However, the estimated size of the ‘residual’ offset decreased
in successive Commission estimates for 1981. In European
Economy No 8 a year ago it was suggested that governments
in the Community might have difficulty in keeping the
expansion of budget deficits in 1981 within the limits which
had been then forecast on the basis of the objectives and
programmes announced by governments up to that time (i.e.
to %% of GDP). This suggestion was confirmed during the
course of the year. In most countries, there was no clear
change in targeted discretionary stance for 1981 during the
course of the year, Denmark and possibly France being
exceptions. In general, greater-than-expected increases in the
cost of debt service were not offset elsewhere. In addition, a
number of countries introduced schemes, to support
employment or to support activity in specific sectors, whose
cost was notionally to be met by other measures but was in
fact not completely, or at all, so met. Further, government
estimates of the success likely to be achieved in restricting the
cost of expenditure programmes proved too optimistic.
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The main categories of general government receipts and
expenditures are shown in Table 16. Indirect taxes, direct
taxes and, especially, social security contributions all rose
faster than the relevant tax bases in 1981. In some Member
States VAT rates had been reduced, in others raised,
generally through changes in the height or coverage of
differential rates, but there was a more general tendency to
raise excise duties sharply. In the case of direct taxes,
incomplete fiscal indexation, or the deliberate offsetting of
fiscal indexation provisions, and some changes in technical
details relating to the computation of taxable income, led to a
rise in the average tax rate. In most countries, social security
contribution rates and ceilings were raised in efforts to
balance social security accounts in the face of rising
unemployment.

For the Community as a whole, total taxes (including social
security contributions) again rose as a percentage of GDP in
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Table 15
Evolution of forecast changes ! in general government net borrowing, EC 9, 1981-82
(% GDP)
1981 1982
March 1981 November 1981 March 1982 November 1981 March 1982
Total change -0,4 -0,9 -1,4 +0,2 +0,3
Effect of change in activity 2 -1,9 -1,7 -1,7 -0,3 -0,7
Effect of change in net interest payments -0,1 —-0,4 -0,5 -0,3 -0,3
Residual change +1,6 +1,2 +0,8 +0,8 +1,3

1 A minus sign indicates an increase in net borrowing.

2 See European Economy No 7, p. 72, for basic methodology Small changes in statistical methodology marginally affect comparisons between March 1981 and November 1981.
Source: European Economy Nos 8 (March 1981) and 10 (November 1981); Eurostat and Commission services.

1981 (see European Economy No 10, Table 6.4 for series from
1970), reaching 40,9%, as against 40,2% in 1980 (Table 16).
Among Member States, increases in tax pressure were
particularly marked in Italy and the United Kingdom, while
there was little increase in France, and tax pressure fell
slightly in the Federal Republic of Germany and more
substantially in Denmark (where at the beginning of the year
a sharp increase had seemed likely).

Other current receipts (factor income and miscellaneous
current transfers) of general government also rose faster than
nominal GDP in 1980, higher interest rates contributing to
this result.

On the expenditure side, current transfers rose sharply,
especially in Greece, Denmark and France, where one or all
of employment subsidies, increased social security benefit
rates and measures to reduce the labour force increased this
category of expenditure. In all Member States sharp
increases in unemployment in 1981 were very important in
swelling current transfers. Trends in consumer subsidies
(classified in current transfers to enterprises) were mixed. For
instance, rates of subsidy were cut sharply in the United
Kingdom (but, since public corporations were major subsidy
recipients, the effect on the finances of the public sector as a
whole was correspondingly reduced), but were sharply
increased in Ireland and, apparently, in Greece.

Nominal government consumption in the Community in
1981, though not growing as rapidly as current transfers,
none the less outstripped nominal GDP growth (in volume
terms government consumption increased by 1,67, while
total domestic demand fell by 1,19, and GDP fell by 0,5%).
Gross capital formation by general government, on the other
hand, rose by only 3,8%, in nominal terms, implying a steep
fall in volume terms.

As regards 1982, important budgetary policy developments
have taken place in a number of Member States since the
“preparation of European Economy No 10 in October of last
year (see pp. 99-101 of that publication for a summary of
earlier developments affecting 1982). The situation remains
unclear, however, in a number of countries. Ireland, where
the rejection of the budget at the end of January led to the fall
of the government, is a notable example. The January budget
proposals, involving a severe tightening of the fiscal stance,
have none the less been incorporated in the forecasts for
1982. In Belgium, the new government has re-affirmed a
commitment to limit the central government current deficit
severely in 1982 and to halve general government net
borrowing, as a percentage of GDP, by 1985. These targets
underly the forecasts for Belgium. In Denmark, the new
government has not introduced the increase in indirect taxes
envisaged in the budget of the outgoing government. In the
Federal Republic of Germany legislation was passed at the
end of 1981 aimed at limiting the ‘structural’ increase in the
federal budget deficit. At the beginning of February a new
employment-creating package of tax and expenditure
measures (the tax elements not to take effect until subsequent
years) was put forward by the government. The package has
still to be passed by Parliament and would in any case not
have a strong effect on the 1982 budgetary aggregates. In
Greece, the 1982 budget had not been announced at the time
of writing, but the rapid increases in subsidies, capital
transfers, social benefits and capital expenditure which
marked 1981 are likely to continue in 1982. In France,
solidarity contracts have been signed with the employers’
organizations and the local authorities. The effect of these
contracts on the social security accounts remains unclear.
For the purposes of present Commission forecasts it has been
assumed that the increase in contributions applied last
October will balance the accounts, but this assumption may
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Table 16

Income and outlay transactions of general government, ! EC 10

1980 1981 19822

’000 9 change % of ’000 % change % of ’000 % change % of
million from GDP million from GDP million from GDP
ECU 1979 ECU 1980 ECU 1981

275,4 16,8 13,6 304,6 10,6 13,8 341,5 121 25
2492 175 12,3 2753 10,5 12;5 311,8 13,3 12,7
288,0 14,9 14,3 322,0 11,8 14,6 363,3 12,8 14,7

Indirect taxes
Direct taxes
Social security contributions

Total tax and social security contributions 812,6 16,3 40,2 901,9 11,0 40,9 1016,6 12,7 41,3

Other current receipts 3 67,3 17,5 33 76,4 13,5 35 87,7 15,0 3,6
Total current resources 879,9 16,4 43,6 978,2 11,2 44 4 1104,4 12,9 448

Current transfers received 416,4 130 20,6 . 4829 16,0 21,9
Other current outlays 4 70,3 28,1 3.5 92,0 30,8 4,2
Government consumption 3 3T 18,2 18,7 4228 12;1 19,2
Total current uses 863,1 16,2 42,7 997,7 15,5 453

544,9 12,8 22,1
113,6 23,6 4,6
465,9 10,2 18,9
1124,5 12,7 45,6

Gross saving 16,1 — 0,8 =195 — -0,9 -20,1 - -0,8
Net capital transfers 20,9 — 1,0 22,0 — 1,0 22.6 —

Gross capital formation 65,5 13,1 32 67,9 3,8 il 72,6 6,9 2,9
Not lending (+) or borrowing (—) 5 702 — 3.5 —109;5 — —5.0 =i — —4,7

1 National accounts basis, excluding loans and participations.
2 Forecasts,

3 Including consumption of fixed capital.

4 Interest payments and miscellaneous current transfers.

Source : Commission services.

turn out to be optimistic. In Italy, Parliament approved in
November legislation reducing the income tax burden, with
retroactive effect in 1981. The overruns in expenditure in
1981 which have now become apparent are unlikely to be
clawed back in 1982. In the Netherlands, the new govern-
ment has maintained the 1982 borrowing targets contained
in the budget of the outgoing government, but expenditure
and receipts will both be increased relative to the initial
budget proposals. In the United Kingdom, the public
expenditure plans announced in November should probably
be considered as slightly less restrictive than previous plans;
nevertheless, on the assumption of unchanged tax pressure,
the fiscal stance would tighten further in 1982 (tax measures
in the March 1982 budget were not known at the time of
writing).

Commission forecasts of the net outcome in 1982 of these
budgetary developments, in terms of net borrowing are
shown in Tables 14 to 16. General government net borrowing
is expected to decline slightly as a percentage of GDP, to
4,7%. The change is decomposed in Table 15. The ‘residual’
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change (discretionary changes excluding changes in the ratio
of net interest payments to GDP) is put at a tightening
equivalent to 1,3% of GDP. While the total change now
forecast is similar to that forecast in November 1981, the
components have altered. Activity in 1982 as a whole is now
forecast to be weaker than was previously thought, and thus
the estimated effect of changes in activity in increasing the
deficit is correspondingly larger. The ‘residual’ tightening is
thus stronger than forecast in November. The effect of these
changes is to restore discretionary stance in 1982 to the
position originally forecast in November 1981, governments’
budgetary plans (as interpreted for the purpose of the present
forecasts) implying, for the Community as a whole, a
clawback in 1982 of the weakening of discretionary tightness
which became apparent during 1981. In view of the
uncertainty surrounding budgetary policy for 1982 in so
many countries, discretionary policy in 1982 could again
turn out to be somewhat less tight than now forecast.

As the forecasts stand, general government net borrowing as
a percentage of GDP is likely to rise in 1982 in Denmark and
France, where the stance of policy is clearly intended to be
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demand-expansionary, in Greece, as part of the new
government’s programme of industrial expansion and
income redistribution, and in Luxembourg. In the remaining
Member States (including Ireland on the assumption that the
budget bill is re-submitted by the new government) net
borrowing should fall.

The estimates in Table 16 show a further increase in tax
pressure in the Community, to 41,3% of GDP, in 1982. As in
1981, the increase is currently forecast to be sharp in Italy
and the United Kingdom, while it should be more modest in
the Federal Republic of Germany, France, the Netherlands,
Belgium, Ireland and Luxembourg; tax pressure is forecast
to fall in Denmark (quite markedly) and in Greece.

On the expenditure side, a further rise in the share of current
transfers in GDP is also implied, but one more restrained
than in 1981 as the forecast increase in unemployment slows
down. Other current outlays (mainly interest payments) are
again forecast to be the fastest-growing element of expendi-
ture but, on current assumptions about interest rates, should
decelerate from 1981.

Government consumption, in nominal terms, is forecast to
fall quite steeply as a share of GDP in 1982. The fall in
relation to GDP is less marked in volume terms, and is not
apparent at all in relation to the volume of domestic demand :
the implied fall in the price of government consumption
relative to that of private domestic expenditure, particularly
unusual in a year in which the terms of trade are forecast to
improve, largely reflects attempts in a number of countries to
keep public-sector wage increases below private-sector wage
increases.

Capital formation is expected to rise by 6,9%. This probably
implies a further fall in volume terms, but one considerably
less drastic than that which seems to have taken place in
1981.

Monetary trends and policies

After accelerating during the first half of 1981, average
monetary growth in the Community slackened a little in the
second half of the year. Compared with 12 months earlier,
the expansion in the money supply gathered momentum in
most Member States until the summer and then slowed
down, particularly in Belgium, Denmark, France, the
Federal Republic of Germany, Ireland and the United
Kingdom. In Italy, the growth in M3 was vigorous
throughout the year, while it accelerated steadily in Greece.
The trend remained stable in the Netherlands. Overall,
following the upturn in the fourth quarter of 1980, the pace
of money supply growth in the Community first quickened
and then moderated somewhat, though remaining above
10% on a 12-month comparison (Graph 5).

Table 17 shows the movement in the money supply and its
counterparts for 1980 and 1981 and the Commission
forecasts for 1982. It will be seen that the money supply
expanded less in 1981 than in 1980 in Denmark, the Federal
Republic of Germany, Ireland and the United Kingdom, but
more than in 1980 in Belgium, Greece, France, Italy and the
Netherlands. The changes in the counterparts listed in
Table 17 reveal the various causes of monetary growth: in
Belgium, the rate of increase in bank lending to business and
private customers dropped and faster monetary growth was
attributable to increased reliance on monetary financing by
the authorities. The pattern was the same in Italy, where
ceilings were applied to credit expansion but Treasury
recourse to monetary financing was greater than anticipated.
In Greece, the acceleration in the money supply was
attributable to increased money creation on behalf of the
Treasury and to the growth in bank lending. In France, too,
the increases in the Treasury counterpart and the lending
counterpart were greater than in 1980. Those Member States
in which monetary growth slowed down (Denmark, Ireland
and the United Kingdom) all recorded either a lower or a
stable rate of increase in bank lending, but at the same time
greater recourse to monetary financing (except in the United
Kingdom). The Netherlands is a special case, since the
increase in monetary growth was due exclusively to the boost
from the balance of payments.
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Table 17

Money supply and counterparts

(change as %, of money supply at the beginning of each period)

Country  Defini- M2/3 end of year Lending to the Lending to the External Non-monetary
tion ! % per annum private sector public sector component liabilities

1980 1981 19824 1980 1981 19824 1980 1981 19824 1980 1981 19824 1980 1981 19824
B M2H 207 5.1 5,4 8,1 6,1 5,0 13,7 21,1 16,7 =02 =129 =R =87 "= 8k =718
DK M2 10,9 10,1 13,0 6,5 4,2 6,3 10,2 12,7 11,8 =08 g U=y —_ —_ —
D M3 6,2 5,0 49 14,6 11,1 9,2 3:5 6,7 5,2 =5y 2,1 3,1 =25 IS =4
GR M3 24,7 34,7 27,8 16,5 21,6 18,1 18,5 24,4 19,5 —-6.8 =47 -49 =35 =6I0h =40
F?2 M2 9,7 12,3 13,0 11,8 14,5 132 -0,6 2.5 3,8 20 =0 =a0.S o — —
IRL M3 16,9 13,6 13,6 14,0 13,9 13,6 175 246 21,2 =108 1659180 —4E L A= 085+ T
I M3 16,9 17,0 17,0 12,7 11,2 10,8 9,6 11,5 10,6 =22 406 0,0 =31 =681 —44
NL M2 38 6,3 8,8 17,3 13,6 16,7 4,8 2,2 13 i R g e =43 — 170 v =R
UK 3 £M3 18,4 10,5 9,0 22,2 16,0 13,2 3.8 —0.7 0,7 s it 2o e el =l =
EC104 11,3 10,9 9,7

| The external component includes only the official reserves.

2 Financial year.

3 Average weighted by 1975 GDP at 1975 prices and purchasing power parities.
Forecasts.

Source : Commission services.
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Generally speaking, 1981 therefore saw a slowdown in the
growth in bank lending, the only exceptions to this trend
being Greece and France. The slowdown was accompanied
by a distinct increase in monetary financing by the
authorities. Only two Member States were in a position to
reduce monetary financing: the Netherlands and the United
Kingdom. Over the financial year, the United Kingdom
should, moreover, be able to place with the non-banking
sector an amount of stock greater than the budget deficit,
which would result in the Treasury counterpart having a
negative impact on money creation.

The balance of payments in 1981 had a restrictive influence
on monetary growth in all the Member States except the
Federal Republic of Germany, Italy and the Netherlands.
Most of the Member States had to encourage inward
movements of capital because of inadequate spontaneous
inflows. Belgium, Greece, France, Ireland and Italy thus
stepped up their organized imports of capital, while such
inflows probably remained broadly stable as compared with
the previous year in the Federal Republic of Germany and
seem to have been reduced in Denmark. The United
Kingdom continued to cut back its external indebtedness and
the Netherlands made no call on organized imports of capital
because of its surplus on current account. Overall, monetary
growth slowed down slightly in the Community in 1981 (to
10,9% from 11,3% in 1980).
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Graph 6 compares movements of short-term interest rates in
the Community, the United States of America and the
Federal Republic of Germany. Short-term interest rates
really began to ease in Europe only in October 1981 and long-
term rates only in November. It is clear that specific
Community factors as well as the substantial impact of the
monetary situation in the United States on the cost of money
in Europe played a part in this. The first Community factor
was the acceleration of inflation up until April, during which
period the rise in short-term rates was particularly steep. The
second relates to the size of the budget deficits: the scale of
central government borrowing requirements affected the
capital markets and encouraged increases in yields in spite of
the authorities’ efforts to contain such increases. The third
factor, which operated only in some Member States, is to do
with the pressures on certain currencies within the European

Monetary System, which led the central banks to raise short-
term interest rates temporarily. This applies in particular to
Italy in April, France and Ireland in September and Belgium
in December. By contrast, the continued recession in the first
half of 1981 and the generally weak trend of activity
prompted monetary policy-makers to look for ways in which
afallin interest rates might be organized, given the numerous
obstacles to a downturn. This coordination was given
practical shape only in the last few months of the year.

Any assessment of the general thrust of monetary policy in
the Community in 1981 must take into account all the factors
described above. The slight slowdown in monetary growth in
relation to the 9,69 increase in Community GDP (as
compared with 11,69 in 1980) resulted in a rise in the
liquidity ratio, which had been falling between 1978 and 1980

GRAPH 7: Relative movements of short-term and long-term interest rates, consumer prices and real GDP
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(in 1981, the liquidity ratio increased in all the Member States
except Ireland and the Netherlands: Graph 8). Asshown, the
rate of domestic credit expansion was much the same as in
1980 owing to the substantial monetary financing of public
deficits in 1981; consequently there was relatively more
domestic liquidity available to non-bank transactors in
relation to the more moderate increase in the volume of
nominal transactions. While the increase in liquidity was
mainly due to money creation in favour of general
government, it probably also owed something to the relative
yields curve, which showed a negative slope from February
to September since the average short-term interest rate was
higher than the average yield on long-term investments, thus
reinforcing the demand for money.

Table 18 compares the monetary targets published by
certain Member States with the out-turns expected for 1981.
While the Federal Republic of Germany and the Netherlands
largely achieved their targets, Ireland should come close to
the target. France and Italy exceeded their targets, but in
France ceiling controls on lending were relaxed deliberately
during the summer and technical measures were adopted to
reduce the cost of credit, so that the out-turns are very close
to what the new government expected. The 1982 target has
been fixed in the form of a 12,5-13,59, range for M2 growth.
In the United Kingdom, the growth of sterling M3'should by
mid-April be very close to the upper limit of the 6-10%, range

Table 18

Monetary targets and out-turns
(% change during the period)

1981 1982

Key Target Out-turn Target
variable !

D MZ 4-7 3.5 4-7

F M2 10 1233 12,5-13,5

IRL PSCE 152 14,24

I TDCE 16 18,85

NL DM2 6,5 3,65

UK Sterling M3 6-103 17,24 5-93.6

1 MZ: central bank money.

PSCE: public sector credit expansion.

TDCE: total domestic credit expansion.

DM2: growth in domestic M2.

February 1981/February 1982.

Mid-February/mid-April of the following year, expressed at an annual rate.
Out-turn between February and November 1981, expressed at an annual rate.
Estimate.

Target fixed under the 1981 medium-term financial strategy (MTFS).

Source: Commission services.
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because of the sales of government stock to the non-banking
sector to an amount greater than the budget deficit, which
will enable the Treasury to reduce its liabilities to banks. The
Federal Republic of Germany has set a 4-7%, target range for
the expansion in central bank money this year, a value equal
to its 1981 target.

GRAPH 8: Trend of liquidity ratios
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The monetary forecasts for 1982 (Table 17) suggest that
money and credit will expand less than in 1981. Established
in line with the forecasts for the real economy, they indicate a
drop in liquidity ratios which would bring the average
liquidity ratio in the Community back to its 1980 level. The
Commission forecasts show some increase in monetary
growth in Belgium, Denmark, France and the Netherlands.
Except in France and the United Kingdom, lending to the
public sector will probably contribute less to monetary
growth than in 1981, while the contribution of lending to the
private sector is expected to drop in all the Member States
except Denmark and the Netherlands.

Foreign trade

While the United States’ trade balance in 1981 showed a
deficit nearly matching that for the previous year (USD
24 800 million compared with USD 25 300 million in 1980),
the Community’s trade deficit narrowed very considerably,
from 22 700 million ECU in 1980 to 5900 million ECU in
1981 (Table 19). This recovery in the foreign balance
occurred in spite of a further deterioration in the terms of
trade (—3,7% including intra-Community trade) and is
attributable to a fall in the volume of imports (down 3,7%). It
is necessary to go back as far as 1975, another year of
negative real growth, to find a reduction in imports in real
terms.

The change in trend towards a reduction in the deficit
occurred at the end of the summer of 1980 (Graph 9). After a
slowdown in the adjustment process in the second quarter of
1981, caused partly by the deterioration in the terms of trade
deriving from the steep rise of the US dollar, the deficit
narrowed again as from mid-year. The adjustment of the
Community’s foreign balance does not, however, reflect
uniform movements in the Member States. The upturn was
most marked in the Netherlands, where the trade balance, in
slight surplus in 1980, improved in 1981 by the equivalent of
3,2 points of national GDP. In the Federal Republic of
Germany, the position on trade account improved by
1,3 points of GDP. Denmark and Italy reduced their trade
deficits by 1,2 points of GDP and France by 0,6 point while
the United Kingdom increased its trade surplus by 0,4 point.
The situation worsened, however, taking the average for the
year, in Belgium (—0,8point of GDP), Ireland
(— 1,5 points), Greece (—3,3 points) and Luxembourg
(—4,8 points).

The deterioration in the Community’s foreign trade in 1980
was mainly concentrated on trade with the United States (the
deficit — on a fob/cif basis — increased by nearly 9 000
million ECU) and with the OPEC countries (the deficit rose

GRAPH 9: Trade balance of the Community (s.a.), EC 9
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by more than 10000 million ECU). Trade with Japan,
however, also moved further into deficit, by approximately
3000 million ECU (Table 20). The incomplete statistics
available for 1981! show that the disequilibrium in trade with
the United States has been reduced, but deficits are still
sizeable and distinctly greater than in 1979. The Com-
munity’s trade deficit with Japan was of the same order in
1981 as in 1980 in spite of the sharp appreciation of the yen.
The balance of trade with the OPEC countries was slightly
less unfavourable, but the deficit nevertheless remained
large.

The Community’s trade deficit narrowed by a total of 16 800
million ECU between 1980 and 1981. The recovery of the
balance owing to changes in foreign trade flows expressed in
real terms was very substantial (approximately 35 000
million ECU). The deterioration in the terms of trade had an
opposite effect totalling some 23 000 million ECU. The sharp
deterioration in the terms of trade was accompanied
therefore by major progress towards equilibrium on the
foreign trade front due to improved competitiveness of
European products on export markets and a pronounced fall
in Community domestic demand.

1 United Kingdom statistics not avaible for part of the year.
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Table 19

Trade balance and current account balance of the Community

(current prices and exchange rates (s.a.)

ECY/10! 1977 1978 1979 1980 1981 1982 1982

forecasts

I 11
’000 million ECU
Exports (value fob) 324,6 352,7 413,9 473,0 543,7 614,8 597,6 631,9
Imports (value fob) 316,9 3394 420,4 495,7 549,6 610,1 593,8 626,4
Trade balance (fob/fob) 6,6 13,3 =6,5 =227 -5,9 4,7 3,8 5,5
Balance on services and transfers —44 0,1 —2.7 —4,2 =23 —14,2 —12.8 —14,8
Current account balance 22 13,4 —9.2 —26,9 =182 —D.5 -9,0 —9.3
9% change on previous period, annual rates
Exports:
— volume 4,9 52 6,7 2.9 3.5 4,6 257 4,2
— price 7,7 2.5 9,3 11,1 11,0 8,1 e/ 7.3
— value 13,0 7,8 16,6 14,3 14,9 13,1 10,6 11,8
Imports:
— volume 23 6,2 10,6 42 =Bk 3,8 2,6 3l
— price 7,9 0,0 10,7 132 152 6,9 4,9 5,9
— value 10,1 6,2 22,4 17,9 10,9 11,0 7,6 11,3
Terms of trade (goods) (1974 = 100) 101,3 103,8 102,5 100,6 96,9 98,0
’000 million ECU

Components of EC trade balance changes: 2
— volume 7,4 —2.8 =323 —35.7 34,9 4,1
— terms of trade 0.7 8,1 —=3.9 -9,6 =033 6,1

1

5 EC 9 until 1979, EC 10 from 1980 onwards.

These estimates are not exactly additive due to the presence of second order terms.
Source : Eurostat and Commission services.

The balance of payments on current account showed a deficit
in 1981 of 18 200 million ECU (as against 26 900 million
ECU in 1980), but the improvement in the current balance
was less substantial than that in the merchandise balance
owing to the steep rise in net transfers abroad. Expressed as a
proportion of GDP, the Community’s current account
deficit was therefore 0,8% in 1981 compared with 1,39 in
1980.

The Commission’s forecasts for the trade balance and the
current balance in 1982 have been established using the
world trade assumptions outlined above and general
forecasts of economic activity. On that basis the trade
balance should be back in surplus this year. In view of the
relative deterioration in the deficit on transfers, the balance
of payments on current account should again show a deficit
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but one of less than 10 000 million ECU. The terms of trade

" might show an improvement for the first time for several

years.

The trade balance is likely to be in surplus taking the average
for the first six months of 1982 and should continue to
improve during the second half of the year (Table 19). The
rise in export prices could slow down somewhat during the
second half of the year while the rise in import prices is
expected to accelerate.

The improvement in foreign trade and in the balance of
payments on current account of the Community would go
hand in hand with a widening of the trade deficit of the
United States of America while Japan is likely to continue to
increase its surplus on merchandise trade and the OPEC
countries will probably see a slight fall in their trade surplus.




Foreign trade

Table 20

Trade balance by area (fob/cif), EC 9

(000 million ECU)

1978 1979 1980

1979 1

111

—2.6
-0,4
=2

1,9

—4,1
—0,6
176

22

-0,8
~54

0,5

-0,2
0,4

—313
-84
=07
=0:5

0,5

1981 1,2

1 11 111
-34 -36 -28
-0,3 —0,4 —0,3
<20 <20 +138
2% 23 .18k
-37 =27 =05
~76 —68 =70
01 05 14
-0,5 —0,5 —1,2
07 09 09

United States of America ~501 =BREET EEl0
Canada =080 LS =2 79582053
Japan —3,00=5,0=79.4. =12
Other OECD countries 71,25 =7:6v 8.6 1,9
Total OECD 3 =17 == 645 =104
OPEC countries —51 =203 =306 34
Other developing countries 2 1,9 —-0,6 1,0
Centrally-planned economies 4 =05 32 0,4
Other countries 1.5 I8 ~r2ed 0,4
Total +2.5'=20i6.—439 . =21

2908

AT =9 =24 =10.7

=10;8 =86 -+ 7.0

1 Seasonally adjusted.
2 EC 8 (excluding UK).
Including the difference between intra-Community imports and exports.

Source: Eurostat.

3

Exchange rates

The appreciation of the US dollar against the European
currencies which began in August 1980 continued almost
uninterruptedly for the 12 months that followed (Graph 10).
In August 1981 the dollar was almost equal to the ECU. It
then lost some ground until November because of a widening
of the interest-rate differential in the Community’s favour
only to strengthen again in December and January. Taking
the average for 1981, the dollar appreciated against the ECU
by almost 25%, compared with 1980. The movement of the
yen against the ECU was similar to that of the dollar but was
slightly more pronounced, increasing by an average 28,4%,
against the ECU in 1981. The depreciation of the Com-
munity currencies against the two main non-Community
currencies must be viewed against the background of
exchange-rate relationships over a number of years: last
year’s appreciation enabled the US dollar to regain an
average value in ECU very close to its 1976 value while the
value of the yen is 8,8% higher than its 1978 level.

During the period following the realignment of 4 October
1981 the French franc remained in the upper half of the
exchange margin while the Dutch guilder rose to the top of
the system in February. The German mark, which had fallen
close to its floor as a result of revaluation, as had the Dutch
guilder, strengthened at the beginning of 1982 to occupy a

GRAPH 10: Value of USD, yen and SDR in ECU
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Source : Eurostat.
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Table 21

Variation of major currencies against the ECU !

1976

1977

1978

1979

BFR/LFR 38,5 6,2 11;4 84

33,8 32,4 7,7 32,7

42,7 11,6 11,7 8,6

30,1 9,6 18,0 7.4

63,5 11,3 23,8 1,7

55,5 21,1 24,8 9,8

39,0 5,7 11,3 9,0
EMS
average 2 433 139 155 119 8,7 142
DR : : 37,9 37,7 44,6 7,2
SFR 43,5 45,5 53,9 10,5 13,0 68,5
UKL 63,2 11,3 23,8 32,2 44,7 40,3
USD 20,1 249 49,1 28,1 344 62,3
Yen 34,1 39,2 70,8 87,5 82,2 25,9

1 Coefficient of variation (standard deviation of end-of-month rates for each national
curtencg against the ECU divided by the average rate for the year). Results multiplied

by 100
2 Unweighted mean.

Source: Commission services.

midway position in the permitted band. The Belgian franc
came under heavy pressure in December. This subsequently
lessened and the Belgian monetary authorities were able to
reverse in Januvary all or part of the interest rate rises
introduced on 11 December in order to defend the Belgian
franc. Until February the Belgian currency remained in the
lower half of its exchange margin, however, and the financial
franc’s discount with respect to the official franc frequently
exceeded 10%,. On 21 February the EMS parity grid was
again adjusted: the Belgian franc was devalued by 8,59, and
the Danish krone by 3%, against the other currencies
participating in the exchange-rate agreement.

The pound sterling appreciated against the ECU by an
average of 8,19 in 1981 compared with 1980. Its general
trend was upwards in the first half of the year but it declined
steadily between July and October. Since then it has tended
to appreciate again.

Table 21 presents a measure of the variation of the
Community currencies and of the other major currencies as
against the ECU. The two realignments of central rates in
1981 are reflected in the value of the coefficient of variation
of the currencies, especially of the German mark, the French
franc, the Italian lira and the Dutch guilder, so that the

Table 22

Movements of effective exchange rates !

(11972 = 100)

Compared with il;g lrest of the world

Compared with the Community 2
1981

1 11 I v 1 i m v
BFR/LFR 113,9 112,3 111,4 112,5 113,0 113,6 114,2 114,2
DKR 97,4 95,1 95,0 96,9 98,0 98,1 99,8 100,1
DM 146,1 144,6 143,0 150,4 160,9 . 1644 166,5 174,0
FF 93,4 90,6 89,6 88,1 94,7 93,9 94,5 91,8
IRL 65,4 64,0 64,3 65,7 66,5 66,7 68,7 69,6
LIT 48,8 46,3 45,7 4.5 47,0 45,7 46,0 44,2
HFL 122,0 119,6 119,0 125,0 121,1 120,9 121,9 126,7
UKL 78,2 75,2 69,5 68,9 76,8 76,4 72,2 70,1
ECU 93,0 87,7 83,9 86,4
USD 88,2 94,6 100,1 96,5
Yen 141,6 138,6 136,3 137,5

; E)épgn aspect calculated with respect to the weighted average of 17 competitors and with respect to the Community.

Source: Commission services.
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average value of the coefficient for the currencies participat-
ing in the EMS exchange agreement rose from 8,7 in 1980 to
14,2 in 1981. It can be noted that the drachma was more
stable against the ECU last year. Among the three non-
Community currencies listed, the Swiss franc and the US
dollar are conspicuous for the high value of their coefficients
of variation.

The quarterly effective exchange rates for the Community
currencies (EC 9) show that the effective exchange rate of the
ECU depreciated in the first three quarters of 1981 and
appreciated in the fourth quarter (Table 22). While there was
a general appreciation in the first nine months, trends varied
in the fourth quarter: effective exchange rates continued to
decline in France, Italy and the United Kingdom but rose
moderately in Belgium, Denmark and Ireland and sharply in
the Federal Republic of Germany and the Netherlands.
Taking effective exchange rates against the other Com-
munity currencies only, there was a relative appreciation

throughout the year for the Belgian franc, the Danish krone,
the German mark, the Irish pound and the Dutch guilder
while the French franc and, particularly, the pound sterling,
fell. The effective rate of the US dollar rose during the first
three quarters of the year and fell in the fourth while the
effective rate of the yen moved in the opposite direction.

Qil and energy

Following a reduction in 1980 of 4,29 (41,3 million toe), the
Ten’s gross inland consumption of primary energy fell once
more in 1981, by 4,6%, (43,8 million toe), under the combined
effect of a 0,5 fall in GDP, the repercussions of the higher
real price of energy, structural changes in the national
economies, the drive to improve energy efficiency, and
another relatively mild winter.

Table 23
Summary energy balance, EC 10
(million toe)
1975 1976 1977 1978 1979 1980 1981 19821
Energy consumption 890,2 947,1 942,4 969,4 1012,0 970,0 9240 935,0
1. Gross inland consumption 859.,4 915,2 911,8 939,1 985,1 . 9438 900,0 911,0
of which:
solid fuels 195,3 208,7 203,4 205,6 2234 2227 217,6 218,0
oil 487,0 517,9 506,5 523,9 536,7 493,8 450,0 448,0
natural gas 139,7 150,4 154,3 160,6 172,4 169,2 161,0 163,0
primary electricity etc. 37,5 38,1 47,6 49,0 52,6 58,1 71,4 82,0
2. Bunkers (petroleum products) 30,8 31,9 30,6 30,3 26,9 26,2 24,0 24,0
Primary energy production 370,4 385,7 414,8 423,0 458,2 462,1 470,9 486,5
of which:
solid fuels 189,8 185,8 179,8 177,9 180,2 185,1 184,3 184,0
oil 12,5 22,6 49,3 64,1 89,3 91,1 96,3 106,0
natural gas 131,9 139,5 139,5 133,1 137,5 129,2 120,2 116,0
primary electricity etc. 36,2 37,8 46,2 47,9 51,2 56,7 70,1 80,5
Net energy imports 527,0 570,1 537,7 540,1 558,6 527,2 452,0 456,5
of which:
solid fuels 26,2 27,6 28,2 25,2 33,8 47,3 42,6 42,0
oil (crude + products) 490,6 529,8 491,5 484,1 487,2 4379 366,3 366,0
natural gas 8,8 12,4 16,6 29,7 36,2 40,6 41,8 47,0
electricity 1,3 0,3 1,4 1,1 1,4 1,4 1,3 1,5

Stock movements

I Forecasts.
Source: Commission services.
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The drop in primary energy consumption in 1981 affected
natural gas, consumption of which fell by almost 5%,
returning to the level of 161 million toe reached in 1978, and
solid fuels (—2,3%). Its impact was strongest, however, on
the consumption of crude oil and petroleum products, which
fell from 493,8 to 450 million tonnes, a reduction of 8,9%;. As
a result, oil’s share in gross inland consumption of energy
was down to 50% in 1981.

As regards electricity, the generation of hydroelectric power
remained stable whereas nuclear power output increased by
32,2%. The latter, at 56,4 million toe, now meets 6,39 of the
Community’s gross inland consumption of primary energy.

Energy production in the Community increased by about 2%,
in 1981 and, at 470,9 million toe, exceeded for the first time in
many years the total amount of energy imports into the
Community (452 million toe), thus reducing the Com-
munity’s energy dependence to less than 499/ (against some
65% in 1973). However, while solid fuel production

stagnated at about 184 million toe and crude oil production

increased by 9,1% to 96,3 million toe (21,4% of oil
consumption), natural gas production declined by 7% to
120,2 million toe. Natural gas imports thus rose to 269, of
consumption compared with 21%; in 1979.

The trend in the consumption and production of oil in the
Community together with heavy destocking (of the order of
11 million toe) led to a reduction in net imports of crude oil
and petroleum products of 71,6 million toe, a fall of 16,3%,
compared with 1980. The Community’s dependence on
imported oil, which was over 55%, in 1975, was thus cut to less
than 409, in 1981. The fall in the volume of imports was
partially offset, however, by an increase in the price of
imported crude oil of about 9%, and the Community’s net oil
bill expressed in current dollars still amounted to USD
98 000 million, 2,5% less than in 1980. On the other hand, asa
result of the sharp appreciation of the dollar in 1981, the oil
bill expressed as a percentage of GDP grew by 0,4 point to
reach the unprecedented level of 4%, of GDP.

Table 24

Oil in the Community economy, EC 10

1975 1976 1977 1978 1979 1980 19811 1982¢
Price
Average import price (cif) of crude oil in USD per barrel 11,3 11,8 13,7 13,8 19,5 33,5 36,5 36,0
Net import bill for crude oil and petroleum products in
USD 000 million at current exchange rates 41,0 47,6 46,7 49,1 69,1 100,5 98,0 97,0
Net import bill for crude oil and petroleum products as
% of GDP 29 3,3 29 24 2,8 3,6 4,0 3,7
Supply dependence
Share of oil in the gross inland consumption of -
energy (%) 56,7 56,6 55,5 55,8 54,5 52,3 50,0 49,2
Share of Community oil production in the gross inland
consumption of oil and petroleum products (%) 2,6 4,4 9,7 12,3 16,6 18,5 214 23,7
Dependence on imported oil 2 55,1 55,9 52,2 49,9 48,1 45,1 39,6 39,1
Consumption
Gross inland energy consumption 3 100 106,5 106,1 109,3 114,6 109,8 104,7 106,0
Energy consumption per unit of GDP at 1975 prices and
exchange rates 3 100 101,3 98,7 98,5 99,9 94,7 90,7 90,5
Oil consumption per unit of GDP at 1975 prices and
exchange rates 3 100 101,2 96,7 97,0 96,1 874 80,0 78,5

I Estimates and forecasts.

2 Net oil and petroleum product imports as % of gross inland consumption of energy plus bunkers.

31975 = 100.
Source: Burostat and Commission services.
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In 1982 the slow recovery of economic activity could result in
a slight upturn in demand for energy (of the order of 1%)
which would be met mainly from increased production of
crude oil (+10%) and nuclear power (+ 18%) and from a
further increase in natural gas imports (47 million toe instead
of 41,2, up about 12%). The Community’s dependence on
energy imports is thus expected to be approximately 50 /
(and its dependence on imported oil 39,1%).

The ‘oil price freeze in 1982’ decided by the OPEC countrles
when they met in Abu Dhabi last December might mean a

slight fall in the average price of crude oil in 1982. The
increase in the price of Saudi Arabian crude oil from USD 32
to USD 34 per barrel was more than offset by the drop in the
official prices of light crudes (from USD 40-41 per barrel to
around USD 36 per barrel) and by the disappearance of
premiums on top of the official price. In these circumstances,
and in view of the expected stability of net imports of crude
oil and petroleum products, the Community’s net oil bill
might be of the order of USD 97000 million in 1982,
equivalent to approximately 3,79 of GDP.
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Belgium

Trends and prospects

Although economic activity recovered somewhat in the
course of 1981, for the year as a whole, real gross domestic
product fell to about 1%%, below the 1980 level. Registered
unemployment increased steadily: by the end of December,
12,5% of the labour force were unemployed. Private
consumption fell significantly, partly because of a reduction
in personal disposable incomes and partly because high
interest rates encouraged saving. Similarly, the decline in
corporate investment continued during 1981, and residential
construction suffered the most acute difficulties. Consumer
prices rose rather faster than in 1980, as a result of both
higher import prices and an increased burden of indirect
taxation. The current balance-of-payments deficit expanded
sharply, mainly because of an adverse movement in the terms
of trade, to an estimated BFR 240 000 million, or 6,69, of
gross domestic product. The budgetary situation also
deteriorated rapidly. The central government cash deficit
probably amounted to BFR 495 000 million — including a
current deficit of BFR 280 000 million — compared with the
initial forecast of BFR 290 000 million.

Early in 1982, on the basis of special powers conferred by
Parliament, the government took a series of measures
intended to correct these imbalances. On 21 February, the
central rate for the Belgian franc, in the European Monetary
System, was reduced by 8 %29, against the ECU. At the same
time, all consumer prices were frozen for a month. This
arrangement will be followed by selective price restraint until
31 May. The system of index-linking for wages and salaries
has been suspended, for all those on the lowest incomes until
the end of May subsequently, and until the end of 1982, the
cost-of-living adjustment will be replaced by a flat-rate
amount equivalent to the cost-of-living increase due on the
minimum wage. Measures with equivalent effect have been
taken to hold down the rise in incomes of the non-salary-
earners.

The government’s budgetary policy is intended to limit the
central government current deficit for 1982 to BFR 200 000
million, and to restore the financial equilibrium of the social
security funds, while stabilizing the tax burden, by providing
tax incentives to investment (a reduced VAT rate on
building, accelerated depreciation and a reduction in
corporate taxation), and reducing the burden of personal
income tax for certain categories of taxpayers (a change in
the thresholds for the separation of the incomes of married
couples and the separate assessment of incomes).

Since some of these measures will doubtless constrain

activity, real gross domestic product is unlikely to expand
very much in 1982.

The incomes policy and public finance measures planned
combined with the moderating effects of the general
agreement between management and unions of February
1981, and a faster rate of consumer price inflation, should
make for a considerable decline in real personal disposable
incomes. Despite the fall in the savings ratio foreseen, the
volume of private consumption is expected to decline for the
second year running.

General government consumption in nominal terms will rise
more slowly in 1982 than in 1981, because of the restrictions
on current expenditure and public sector remunerations,
giving a decline in real terms.

In 1981, there was a marked decline in fixed investment by
the corporate sector because of low profitability, the level of
corporate sector debt, high interest rates, and the wide
margin of unused capacity. The beneficial effects on profits
of the measures designed to reduce wage costs, ! and of the
realignment of the Belgian franc, should stimulate the
propensity to invest, in particular because these factors will
be combined with the tax reductions referred to above. In
spite of the poor outlook for sales on the domestic market
business investment should expand during the course of the
year.

The recent measures in support of residential construction
could provide an appropriate boost to demand. However,
the unfavourable outlook for incomes when combined with
those factors that led to the present recession (rent controls,
high interest rates, large stock of unsold accommodation,
heavier property taxes), point to a further decline in the
volume of expenditure on residential construction in 1982.

For some years, central government expenditure commit-
ments have been reduced, which implies a reduction in the
volume of public investment in spite of the expansion of
investment by local authorities:

In view of the development of the economy foreseen for 1982,
stockbuilding is unlikely to contribute very much to growth.

On the export front, the trend towards expansion observed
since the summer of 1981 is likely to gather momentum. The
moderation of wage costs and the devaluation of the Belgian
franc should enable firms either to continue to enhance their

1 Besides the planned controls on the expansion of wage costs, the general
agreement of February 1981 limits the increase of real wages, and the
‘Maribel’ operation is intended to reduce employers’ contributions to the
social security funds, with the budgetary impact of this reduction offset by
an increase in indirect taxation. These carlicr measures will have their full
effect in 1982.
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Belgium: Supply and of goods and services together with main economic indicators, 1970-82

1970-79 1980 19813 19824 1980 19813 19813 19824 19824 1980
i 1 id I I
Annual data Half-yearly data BFR
(s.a.) *000 million
at cun:ent
prices
% change over preceding period at annual rates
— at constant 1975 prices
Private consumption 39 18 —-1,8 —-3,0 -03 -21 -29 2139,9
Public consumption 42 1,6 1,0 —-1,2 1,7 1,1 01 617,0
Gross fixed capital formation 24 56 -85 -34 -0,2 —-11,2-11,0 728,4
Change in stocks ! 09 02 02 04 01 02 03 5,4
Domestic demand 36 18 —27 -26 -0,5 —3,3 -3,7 3 490,7
Exports of goods and services 61 35 18 48 1,3 1,6 28 21048
Imports of goods and services 62 23 -0,5 —-03 -0,7 -0,6 O 21894
GDP at market prices 36 25 -14 04 0,7 —-2,1 =21 3 406,1
9% change over preceding period at annual rates
GDP at current prices 109 69 3,7 91 51 28 3,6
Industrial production 2,7 -1,3 —-20 50 -128 1,1 -04
Unemployment rate 2 49 93 11,5 133 98 108 12,1
Compensation of employees 129 89 58 50 80 56 40
M2 122 27 51 91 : T
GDP (implicit price index) 7,1 43 51 8,7 44 50 58
Private consumption (implicit price index) 67 65 176 100 75 18 14
Exports, goods (implicit price index) 62 103 10,5 12,2 10,2 11,1 98
Imports, goods (implicit price index) 6,7 151 15,5 1322 17,5 16,5 11,7
Terms of trade -04 —42 -43 —-09 -6,2 —46 —1,7
As % of gross domestic product
Trade balance (fob/cif) -26 —61 —-92 —-72
Current balance 04 —52 —6,6 —4,2

Net borrowing of general government

—44 —-9,4-133-120

1 As % of GDP.

2 Unemployment as % of total labour force.
3 Estimates.

4 Forecasts.

Source : Eurostat and Commission services.

competitiveness by lowering their foreign currency selling
prices, or to improve returns through an increase in profit
margins.

In view of the poor outlook for aggregate demand, and the
considerable increase in import prices, the volume of imports
should again contract somewhat. The terms of trade are
expected to deteriorate, but probably less than in 1981.
Taken together, these developments should lead to a marked
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decline in the deficit of the balance of payments on current
account compared to the preceding year.

Direct measures in favour of employment (programmes to
provide work for the long-term unemployed, extension of the
requirement for firms and government authorities to recruit
young people on contract, encouragement of part-time
work), and indirect action (macro-economic measures) will
not take effect rapidly enough to ensure an increase in
employment in 1982.
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Economic policy problems

In 1981, growth and employment continued to deteriorate,
whilst the balance-of-payments and public-sector deficits
increased. These trends point to the basic problem facing the
Belgian economy: an urgent need to transform economic
structures and improve production and export potential in
the face of serious financial imbalances.

The accumulated deficit of the current account of the balance
of payments since 1974, has now reached BFR 840 000
million ; the external public debt, which was practically zero
in 1977, amounted to BFR 388 000 million (10,79 of GDP)
by the end of 1981. The general government cash deficit
expanded from 12% of GDP in 1980 to 16%; in 1981, and an
analysis of the factors that have contributed in the past few
years to this deterioration (see box) shows how difficult it is
to reduce the growth of public expenditure. If these trends
were to continue unchanged, they would inevitably in the
near future lead to an unprecedented financial crisis.

In the circumstances, an improvement in public sector
finances and a reduction in the balance-of-payments deficit
are vital, and all other policy objectives must, for the
moment, take second place.

The economic recovery programme drawn up by the
government that came to office after the November 1981
elections (a programme broadly in line with the Com-
mission’s recommendation to the Belgian Government of 22
July 1981) and the adjustment on 21 February 1982 of the
EMS central rate of the Belgian franc must be assessed
against this background.

The recovery programme, which can be put into effect
through measures that have the force of law owing to the
special powers conferred by Parliament, has as its main

purposes:

(i) to reduce the budget deficit in 1982 and in subsequent
years to 1985; '

(i) to constrain significantly the development of ag-
gregate incomes;

(iii) to reinforce the competitiveness of firms by reducing
wage, financial and tax costs;

(iv) to create the most favourable conditions for bringing
to an end the deterioration of the employment
situation;

(v) to stimulate productive investment, in particular
through tax measures;
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(vi) to implement a policy to bring about industrial
change, better adapted to market conditions.

The main target figures that will be used to assess the
effectiveness of government action in improving the
situation in 1982 are:

(i) areduction in the central government current deficit to
BFR 200000 million; although this objective is
reasonable on an annual basis, it is unlikely to be
achieved in 1982, since the measures required did not
all come into force on 1 January;

(i) a reduction in the wage bill by at least 3% ! from the
level forecast earlier and the application of measures
with equivalent effect for other occupational groups;

(iii) an effective depreciation of the Belgian franc of about
8,5% in relation to the other EMS currencies.

The adjustment of the exchange rate should contribute to a
marked reduction in the balance-of-payments deficit on
current account in the second half of 1982, when most of the
deterioration in the terms of trade due directly to the
devaluation will have been absorbed. Measures affecting real
incomes and the budget should make it possible to reduce the
volume of imports, to stimulate exports, and so create
suitable conditions for a durable recovery in economic
activity.

Once the main outline of an incomes policy has been
established, efforts must be concentrated on modifying the
trend of public expenditure. The effort required will be the
greater because of the very large increase in the cost of
servicing public sector debt (see box). This is expected to
continue increasing at a rapid rate, until the budget deficit, as
a percentage of GDP, has been halved. This cost severely
limits the amount available for other items, and implies a
large fall in the volume of expenditure. The authorities
cannot relax their self-imposed budgetary constraints if they
hope to improve the balance of payments and to keep the
effects on prices, of devaluation, within reasonable bounds.

Although it would obviously be premature to assess, in
detail, the impact of the measures that have been taken and
will be taken in 1982, it is almost certain, in view of the size of
the imbalances noted in the past, that strict discipline with
regard to incomes and a further effort to stabilize public
sector finances will still be required in 1983.

I This figure is a minimum estimate based on the measures described at the

beginning of this chapter. -
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The deterioration of public finances in Belgium

For several years, the guidelines laid down by the Council of the
European Communities for Belgium have concentrated on the
need to correct the growing disequilibrium of public sector
finances. In 1974, the net general government borrowing
requirement amounted to 4,3% of gross domestic product; in
1981, it will probably be as high as 16% of GDP (see Table 1).

Social security funds and local authorities account for only about
1,0 point and 0,5 point respectively of the increase in the deficit as
a percentage of GDP between 1974 and 1981 ! while over the
same period, the central government’s deficit increased by 109 of
GDP.

The increased borrowing requirement of local authorities and
social security funds is not due to a decline in aggregate receipts;
on the contrary, the average elasticity of resources in relation to
GDP over the period was about 1,3 in both sectors ; this is exactly
the same as the average elasticity between 1970 and 1974 for
social security funds, and is in fact greater than the average for
that period, for local authorities. This increase in resources (an
average of 12,99 a year for local authorities 2 and 12,3% a year
for social security funds) is attributable to transfers from central
government, which despite successive reductions, increased

1 Most of the data for 1981 are estimates, and should be regarded as
provisional; however, the data in the first column of Table 1, and
those in Table 3, are definitive.

2 1980 was an exceptional year for local authorities: the deficit doubled
because of a sudden fall in current revenue (which increased by only
1,8% compared with an average of 129 for the years from 1974 to
1981) that affected both own resources from local taxation, and
current transfers recetved.

muchmore rapidly than their own resources. 3 Consequently, the
growth of the deficit is due mainly to the more rapid expansion of
expenditure.

The same trends are observed at the level of central government,
where the average increase in revenue (including resources
transferred to the European Communities) shows an average
gross elasticity of tax revenue substantially the same in the period
1974-80 as in 1970-73, 4 while other revenues have expanded
more rapidly. Thus, the deterioration is again mainly due to
expenditure, figures for which are given in Table 2.

General government revenue as a percentage of GDP increased
by 6,7 points between 1974 and 1981 to reach 44,7 % of GDP in
1981; expenditure, on the other hand, rose dramatically by 18,3
percentage points, including 16,3 points for current expenditure.
Four factors account for these developments:

(1) In a system where expenditure is closely linked with price
trends, inflationary growth in the economy induces a
nominal increase in expenditure relatively larger than would
have occurred with the same nominal increase in GDP but
lower inflation. In particular inflationary growth increases

3 The elasticity of the current own resources of local authorities, equal
to 1,02, was the same in the period 1974-81 as in 1970-74; the elasticity
of parafiscal resources and income from property, the main
components of social security revenue, declined from 1,23 in 1970-74
to 1,10 in 1974-81, in spite of the removal of the ceiling on
contributions during the latter period, and without allowing for the
effects of the scheme under which the State has reassured part of the
burden of employers’ social security contributions for 1981 (about
BFR 15 000 million).

4 Nevertheless, the faster expansion of resources transferred to the
European Communities slows down the growth of budgetary receipts
shown in Table 2. Moreover, the average elasticity was significantly
lower from 1978 to 1981: 1,12.

Table 1: Net general government borrowing requirement !

Central government Local Social  Statistical Grand
- authorities security adjust. total
Treasury Other Total funds
BFR 000  BFR *000 BFR 000 Y BFR 000 % BFR 000  BFR 000 BFR 000 %
million million million GDB million GDP milion million million GDP
1974 -57 —23 —80 -3,8 —-20 -1,0 +20 -9 —89 —-4,3
1975 —110 —25 —135 -58 —23 -1,0 +22 —16 —152 —-6,6
1976 —133 —-24 —157 —6,0 -29 -1,1 +15 -25 -196 -7.5
1977 —168 —28 —196 —-6,8 -19 -0,7 +20 —-25 —-220 -17,7
1978 —183 —32 —215 -7,0 —-27 -0,9 +14 -28 ~256 -84
1979 -212 —49 —261 -8,0 -29 -0,9 +9 —15 —296 -9,1
1980 —297 —42 —339 -9,7 —62 -18 +1 -19 —419 -12,0
1981 —4542 —40 —494 —13,7 —55 -1,5 -5 —-26 - 580 —16,0

I Including loans and participations.
2 Not including exchange-rate losses.
Source: Banque Nationale de Belgique, ‘Rapports 1981°, p. 58, Table 8.
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Table 2: Expenditure, revenue and net borrowing requirement of central government !
(BFR '000 million)

1974 1975 1976 1977 1978 1979 1980 1981
1. Current expenditure 5116 658,5 7615 868,9 9733 10576 1165 1337
(a) Wages and salaries 1083 131,1 147,7 162,2 175,1 188,2 202 222
(b) Purchases of goods and services 46,6 60,4 67,2 75,0 85,7 90,0 96 101
(c) Debt interest 56,1 61,2 72,8 87.4 104,8 128,6 170 240
(d) Current transfers 300,6 405.8 473,8 544,3 607,7 650,8 697 774
2. Current revenue 521,7 6240 708.9 800,5 893,6 963,0 1022 1067
(a) Direct taxes . 278,7 352,0 392,3 4549 519,1 570,4 598 615
(b) Indirect taxes 229,2 254,0 295,6 321,5 352,7 362,2 382,5 400

(c) Non-tax revenue 13,8 18,0 21,0 24,1 21,8 30,4 41,5 52,0
3. Current balance +10,2 —345 526 —684 797 —946 — 143 -270
4. Capital expenditure 83,2 924 109,3 1195 130,7 1416 189 200
(a) Investment 449 51,8 55,2 62,3 60,9 69,7 79 89
(b) Capital transfers 20,5 20,6 27,4 31,3 35,6 36,8 45 54
(c) Credits and investments in equity 17,8 20,0 26,7 25,9 34,2 35,1 65 57
5. Capital revenue v 10,1 9,6 10,0 11,2 138 16,0 18 20
6. Balance on capital transactions . —73,1 —-828 —993 -—-1083 -—1169 —1256 —-171 — 180
7. Net borrowing requirement -629 -—-1173 -—1519 -176,7 —1966 —2202 -314 —450

! Grouping of budgetary transactions by central government by economic category; this definition is different from that of columns [ and 2 of Table 1, firstly because advance
payments on certain transactions do not appear in Table 2, and secondly because some expenditure appearing in the adjustment column of Table 1 (the difference between
appropriations and cash payments) is included in Table 2.

Source: Ministry of Finance (for 1980 and 1981: estimates by Commission services).

Table 3: Financing of the Treasury borrowing requirement
(BFR 000 million)

1974 1975 1976 1977 1978 1979 1980 1981
A. Financing through money creation by
the central bank 3 1 16 15 25 79 117 286
1. Margin 5 -1 16 16 : : : P
2. Fonds des rentes — 3 1 — 13 37 25 72
3. Foreign currency debt -2 -1 -1 -1 12 42 - 92 214
B. Other 54 109 117 153 158 133 180 168
1. Consolidated debt 51 95 82 135 144 126 70 27
(N.B.: gross issuing) (109) (166) (153) (199) (225) (247) (190) (183)
2. Floating debt 3 14 35 18 14 7 110 141
of which: '
— short-term (—1,0) (18) (40) 24) 15) 6] (110) (141)
C. Total 57 110 133 168 183 212 297 454

Source: Ministry of Finance.
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the share of revenue absorbed by the automatic increase in
expenditure due to price indexation. The period 1974-81 was
very unfavourable from this point of view, as we see from the
ratio of the average rate of indexation to the average rate of
revenue growth (the latter being equal to the rate of GDP
growth multiplied by the gross elasticity of revenue, assumed
to remain constant at 1,3):

Average ratio for the period !
1964-70 1970-74 1974-81

Average rate of indexation

= 033 0,40 0,75

Average growth rate of revenue
As a result of the level of index-linked central government
expenditure (on average about 609 of current payments in
1974-81 2), increases due to indexation absorbed 32%; of the
additional current central government revenue actually
collected in 1974, 70%; in 1980 and as much as 1249 in 1981,
when costs associated with indexation (about BFR 56 000
million) were well in excess of the increase in current revenue
(about BFR 45 000 million).

(2) Unemployment benefits, etc. and employment programmes
cost only BFR 10 000 million, or 2%, of current central
government expenditure in 1974; in 1980 and 1981, these
items absorbed 9% of current expenditure. The costs of
unemployment and the promotion of employment to general
government rose from BFR 22 000 million, or 1,09, of GDP,
in 1974 to 3,4% of GDP in 1980 and 4,3% in 1981.

(3) The growth of expenditure in volume terms has also been
more rapid, particularly operating subsidies and capital
transfers to firms, as well as credits and investments in
equities. This is a result both of slower economic growth and

1 On the assumption that the aggregates of index-linked expenditure
and of revenue are equal, this ratio shows the share in the growth of
revenue absorbed by the automatic indexation of expenditure.

2 See in particular the ‘Exposé général du budget de 1981’, p. 6, where
this share is estimated at 627,.

of the government’s increased commitment to equity
investments. Transfers to other sectors increased at a steady
rate, for the volume of this kind of expenditure depends on
factors that are not greatly influenced by cyclical phenomena
and cannot be controlled by government. Finally, the growth
of central government investment was much faster than
intended, particularly after 1979: commitment programmes
were considerably restricted from 1979 onwards, but this has
had no effect on appropriations, since firms speeded up the
implementation of earlier commitments.

(4) The expansion of expenditure induced by the above factors
began to swell the deficit and led to a self-perpetuating
increase in interest costs, thus increasing the deficit further.
The growing cost of the debt was also associated with
financing problems: the data in Table 3 show how these
problems affected central government. Financing from
consolidated debt had not only become less important since
1974, it had almost disappeared by 1981, to be increasingly
replaced by short-term and foreign currency financing.

The contraction of the share of borrowing in the structure of
financing is only partly due to the decline in the demand for long-
term bonds (see figures for gross issuing); the main cause is the
increase in redemptions due to a considerable shortening in the
average maturity of loans: the share of loans over five years in
the total debt thus declined from 839 in 1974 to about 45% in
1981.

The trend towards short-term financing is partly due to the
marked preference for short-term paper on the part of
institutional investors and banks resulting from the increase in
short-term interest rates since 1980. Moreover, the rise in
domestic and foreign long-term interest rates (which increase the
average rate on the existing consolidated debt from 6,7% in 1974
to 10,0% by the end of 1980), and the even greater rise in short-
term rates (e.g. from 10% in 1974 to 16% in 1981 for paper
denominated in Belgian francs), with changes in the structure of
the debt, have led to an explosion of interest costs and sent the
deficit spiralling upwards.
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Denmark

Trends and prospects

The economic setback, which started in the spring of 1980,
continued in 1981, but was probably brought to a halt at the
end of the year. Gross domestic product is likely to have
decreased by an annual average of over 1%,. The restrictive
policy stance maintained during 1981 brought about a
further considerable reduction in domestic demand. The
decline in real personal disposable income led to another
reduction in the volume of private consumption; in the years
1980 and 1981 this fell by some 6 9. Private business
investment fell again, despite growing activity within the
energy sector. Construction, not least in the residential
sector, was particularly depressed ; the fall in income and the
high financial costs largely explain the cautious attitudes of
households. Some rundown of stocks added to the fall in
gross domestic product. The export performance was
considerable, in particular on markets outside the European
Community: it reflects the reinforcement of competitiveness
due largely to the big reduction in relative unit labour costs
that has taken place since 1979. Despite another deterior-
ation in the terms of trade, the balance of goods and services
has improved. Total employment declined by some 1Y2-2%,
due to lay-offs in the private sector, which were only partly
offset by the rise in public employment. The increase in
consumer prices slowed down to an average rate of 11,5, as
a consequence of the decline in wage costs and import prices.

In 1982, export and domestic demand could well accelerate,
and gross domestic product is expected to increase by some
2%,

As regards economic policy, the government has adhered to
the guidelines of the multiannual programme adopted in
1979 in order to restore external equilibrium and to underpin
employment. To this end it aims at a moderate rise in income
and also envisages further measures to stimulate private
investment. The employment programme is likely to be
extended.

On 21 February 1982 the central rate of the Danish krone
was devalued by 3% vis-d-vis other currencies with the
exception of the Belgian and the Luxembourg francs
participating in the EMS.

On the budgetary side, a further increase in the deficit is
foreseen. The general government borrowing requirement
(including capital losses connected with bond issuing below
par), which stood at 10,5%, of GDP in 1981, is likely to rise to
12%; of GDP. Expenditure on government consumption will
grow as a result of the extension of employment program-
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mes, and transfer payments to households are again likely to
rise, due inter alia to an increase in expenditure on
unemployment benefits. Debt charges are likely to increase
rapidly. Public investment, however, is likely to decline in
real terms. )

Monetary policy will maintain its restrictive stance. Indeed,
the level of interest rates abroad, together with the public
sector’s increased reliance on borrowing, limit the scope for
relaxing monetary policy.

An upturn in consumption and exports could well have a
favourable impact on investment in 1982. Investment in the
energy sector, which is particularly important, will probably
continue to grow. A more favourable development of real
disposable income could have a positive effect on the housing
market, although the outlook for new residential construc-
tion was still gloomy at the beginning of the year.

Following a slow rise in nominal income in 1981, due in
particular to the agreed temporary wage restraint, some
acceleration is expected at the beginning of 1982. The
moderate slowdown in inflation and some alleviation of
taxation should add to the real value of consumers’
purchasing power. Despite a higher propensity to save, some
increase in the volume of private consumption can be
expected over the next 12 months. The demand for various
consumer durables and travel might recover some of the
ground lost during the last couple of years.

Although stocks are volatile, a moderate increase during the
year would correspond to the overall outlook for total
demand.

Exports of goods and services are expected to pick up during
the year. In particular, exports to third countries could
benefit from a slight improvement in market shares. In
response to the growth of total demand, imports will start to
accelerate from the low rates at the end of 1981. The increase
in consumption and investment is expected to be reflected in
higher import figures for consumer goods and capital
equipment. The improvement in the terms of trade, which
became apparent towards the end of last year, may be carried
on into this year and thus contribute to the further
improvement on the balance of goods and services. Interest
payments abroad continue to rise rapidly, depending inter
alia on exchange rates and international interest levels. Thus
despite a growing surplus in geods and services the deficit on
the balance of payments will be up on 1981 in absolute terms,
although slightly lower in relation to the gross domestic
product.

The participation rate has continued to grow marginally,
although an increasing number of persons, at present
totalling some 60 000, have chosen to retire early from the
labour force. The measures considered by the government to




Denmark

Denmark : Supply and uses of goods and services together with main economic indicators, 1970-82

1970-79 1980 19814 19825 1980 19814 19814 19825 19825 1980
Il I II 1 i
Annual data Half-yearly data DKR
(s.a.) *000 million
at cun:ent
prices
9% change over preceding period at annual rates
— at constant 1975 prices
Private consumption 24 —41 -19 1,6 -65 —06 02 18 24 209,6
Public consumption 44 49 30 25 49 24 24 24 28 100,0
Gross fixed capital formation 1,0 -13,8 —-13,5 2,1 —-20,3-145 -89 47 15 68,3
Change in stocks ! 0,7 -0,1 -0,5 0,1 -1,5 -0,9 -0,2 0,0 0,2 -0,3
Domestic demand 2,5 —4,5 -33 26 -12,1 —-1,1 0,5 29 38 377,6
Exports of goods and services 46 71 39 5,1 -49 98 16 53 84 125,8
Imports of goods and services 41 -72 —-24 53 -272 75 32 53 1713 128,7
GDP at market prices 25 —-02 —1,2 25 -44 —-03 -0,0 28 42 374,7
%, change over preceding period at annual rates
GDP at current prices 124 87 9,1 143 59 87 130 14,5 150
Industrial production 21. 02 —-0,5 25 -85 22 22 24 32
Unemployment rate 2 37 69 90 96 74 94 90 98 98
Compensation of employees 129 8,0 85 12,5 6,1l 88 10,0 13,6 124
M2 (end of year) 1,0 10,9 10,1 13,0 : : : : :
GDP (implicit price index) 9,7 89 104 11,5 108 9,0 13,0 114 104
Private consumption {implicit price index) 9,7 12,3 11,5 10,1 10,6 11,7 11,7 9.8 9,2
Exports, goods (implicit price index) 85 141 145 11,5 92 192 10,5 11,3 13,0
Imports, goods (implicit price index) 96 225 11,5 95 96 27,7 69 10,3 10,5
Terms of trade -10 —-68 —-2,5 1,8 -04 —-66 34 09 23
As 9, of gross domestic product
Trade balance (fob/cif) -57 =38 —2,7 =20 -1,9 =29 -25 -23 18
Current balance -29 —-34 -31 -29 -1,6 —30 —-33 —-3,0 —-29
Net borrowing of general government 3 =09 59 10,7 121 : : : : :

As % of GDP.

Unemployment as % of total labour force (national source).
Including capital losses connected with bond issuing below par.
Estimates.

Forecasts.

Source: Commission and national services.

WD W N

reduce unemployment for various groups on the labour
market and in various sectors could have some impact
towards the end of 1982. This may nevertheless be
insufficient to avoid a further increase of unemployment
from 1981 to 1982.

The rise in prices might slow down further in 1982. Even
though unit labour costs could increase by more than in the
previous year, the slower growth in import costs should have
a favourable impact on domestic price trends.

Problems of economic policy

In the last two years, substantial progress has been achieved
by reducing the external deficit. This progress reflects both a
distinct improvement in competitiveness vis-d-vis other
countries, and a marked decline in domestic demand. It has
occurred despite a sharp deterioration in the terms of trade.
Further efforts are essential during the next few years if
external equilibrium is to be restored towards the end of the
decade, as planned by the multiannual programme adopted
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Denmark : Industrial production (s.a.)
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at the end of 1979, especially since external debt charges are
growing rapidly and will be a heavier burden on the current
account balance.

The deterioration in the public finance situation is par-
ticularly worrying. It is partly due to cyclical factors, but may
also be explained by structural factors. Thus, employment in
the public sector has increased considerably as a result of the
measures taken by the government to reduce unemployment.
In addition, a number of the public services, for which almost
no charge is made, have tended to grow in both quantity and
quality. On the receipts side, the tax base is far from
expanding at the same rate as expenditure.

The increase in the budget deficit could be a source of
growing difficulties for the financing of investment by
private companies.

Despite the implementation of a variety of specific program-
mes by the government, labour market prospects remain very
depressed. In this situation, the interrelationship between
unemployment benefits and wage levels could have a
negative influence on labour market conditions in a period
when there is a need for structural adjustment and for a
strengthening of international competitiveness.

The strategy of the multiannual programme will no doubt be
maintained in the next few years. A reduction of both
balance-of-payments and public-finance disequilibria is a
necessary condition for a restructuring of the Danish
economy with the objective of improving resource allo-

cation, notably in favour of the exporting and import-
substituting sectors of the economy.

The reinforcement of competitiveness should remain an
important feature of the economic policy stance, so as to
permit not only a further reduction in the external deficit, but
also an improvement in the conditions fostering growth and
employment. In order to hold the upward movement of wage
costs in check, pay restraint has been a constant concern of
the government and the social partners. The acceleration in
wage costs which is emerging in 1982 seems to run counter to
this strategy. Improved competitiveness also presupposes
further productivity gains by a more sustained expansion of
private investment. This, in turn, largely depends on
company sales and profitability, but tax measures, such as
those now envisaged by the government, could have
favourable effects here. The investment climate could also be
favoured by increased availability of risk capital.

As aresult of such a strategy, the exchange rate of the Danish
krone would display greater stability in the European
Monetary System than has been the case in the last three
years.

The control of public finance could also play an important
role here. It is true that ceilings have been set for non-~cyclical
expenditure in accordance with the multiannual plan, but
additional measures which aim at reducing the public sector
deficit have to be taken. One way of making savings might be
to cut the amount and quality of public services and to ask
users to make a greater contribution. In this context a limit
on transfer payments to households might also be envisaged.
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Federal Republic of Germany

Trends and prospects

Since the sharp fall in activity in the second quarter of 1980,
gross domestic product has continued to stagnate with the
strong contribution to growth from the real external balance
offset by depressed domestic demand. There is as yet no hard
statistical evidence to suggest that a recovery in total output
is underway. For 1981 as a whole, it is estimated that real
GDP remained at the 1980 level.

At best a very modest expansion of activity is foreseen for the
first half of 1982, and it will not be until the second half of the
year that a more vigorous rate of economic growth will be
established, when it is expected that the growth of GDP, at
an annual rate, will approach 29, For the year as a whole
however, the volume of GDP is expected to be some 1%2%;
above the 1981 level. !

The main thrust of economic policy in 1981 was directed
towards reducing domestic inflationary pressures and
expectations, whilst ensuring an improvement in the external
position. This clearly reflected the official view that, until
there was a strengthening of the external position, with both
an appreciation of the DM from the low level reached at the
end of 1980 (particularly against the European currencies),
and a substantial reduction in the current account deficit, the
room for manceuvre for both budgetary and monetary policy
would be very limited. As a consequence the German
authorities kept to a relatively tight monetary policy, so
maintaining interest rates at a high level until the latter part
of the year, when they encouraged downward movements in
the interest rate structure in response to the favourable
developments in financial markets. Thus the special
Lombard rate was reduced from 12% to 10%29% in two stages
between October and December. This policy stance enabled
the authorities to ensure that the growth of the central bank
money stock stayed in the lower part of the target range of
4-7% for the period from the fourth quarter of 1980 to the
fourth quarter of 1981. Indeed towards the end of the target
period there was a marked slowdown in the growth of the
central bank money stock to give an increase over the target
period of some 3%9,. However, this deceleration was largely
due to the impact of a stagnation in the level of currency in
circulation, and to the expectation that interest rates would
soon turn downward. These factors were reflected in a
marked move into monetary assets not included in central
bank money. This, in turn, together with the move into
surplus of the current account of the balance of payments in
the final quarter of 1981, had an impact on other monetary

I See table.
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aggregates with the year-on-year increase in M3 reaching
only 5% in December. Data for the opening months of 1982
suggest however that monetary growth may have accelerated
somewhat to be consistent with a growth of the central bank
money stock in the range 5-6%.

On the budgetary side, the authorities maintained a firm
fiscal policy so as to reduce over the longer term, the
structural budget deficit, whilst at the same time permitting
the immediate short-term effects of the slowdown in
economic activity to temporarily increase borrowing.
However, developments in 1981, particularly with regard to
unemployment, were less favourable than anticipated and so
the growth of general government expenditure (national
accounts definition) was a full percentage point above the
top of the range set out in the government’s ‘Annual
Economic Report’ (4'4-5%9%;) whereas the increase in
revenue was at the bottom of the projected range (4-5%).

Concern about the longer-term outlook for public sector
expenditure and borrowing led the authorities to propose, in
the middle of 1981, a number of measures designed to reduce
the level of borrowing in 1982, the most important of which
were increases in indirect taxation, reductions in social
security benefits and a reduction in the rate of increase of
public sector pay.

As the year progressed the economy began to develop in a
more favourable fashion:

(i) the strengthening of the DM, which began in the
middle of the year, was both a result of, and
contributed to, the marked improvement in the
balance of trade and in the current account;

(i) there was evidence of some easing in inflationary
pressures and of a gradual decline in interest rates.

However, production continued to stagnate, employment
fell and unemployment rose sharply, reaching 1,6 million
(seasonally adjusted) at the end of 1981, about 50% higher
than a year earlier.

Although the favourable price and external developments
increased the authorities’ room for manceeuvre, in setting the
broad lines of monetary and fiscal policy for 1982, they still
faced the difficulty of how to maintain downward pressure
on the rate of inflation whilst at the same time giving
encouragement to the forces of growth and employment.
Consequently, the Bundesbank has set the target range for
the growth of the central bank money stock at 4-7% for the
year to the fourth quarter of 1982, the same as for the
previous year. This target allows for an underlying growth of
the productive potential of the economy in the range 1%:-2%,
together with an unavoidable annual rate of inflation of
3'%4%. Moreover, the Bundesbank has made it clear that it
should be possible to permit, in 1982, a rate of monetary
growth in the upper part of the range, implying some easing




Federal Republic of Germany

FR of Germany: Supply and uses of goods and services together with main economic indicators, 1970-82

1970-79 1980 19814 19825 1980 19814 19814 19825 19825 1980
1 I I I 11
Annual data Half-yearly data DM
(s.a.) *000 million
at current
prices
% change over preceding period at annual rates
— at constant 1970 prices
Private consumption 36 1,7 —-1,1 -0, 09 -29 06 -03 —-0,3 821,6
Public consumption 29 26 18 03 1,0 52 =37 13 33 303,5
Gross fixed capital formation 29 3,7 —-29 -34 -1,7 —44 —1,2 —48 —-238 351,0
Change in stocks ! 1,0 14 -01 0,6 1,0 04 -06 00 12 18,9
Domestic demand 33 1,7 =25 00 -1,1 =31 -2,7 01 25 1 495,0
Exports of goods and services 62 57 83 70 -6,3 124 160 3,7 53 401,6
Imports of goods and services 7,1 51 —-02 29 -30 1,5 -0,8 28 7,0 407,7
GDP at market prices 32 19 00 14 -21 -01 236 06 23 1 488.,9
% change over preceding period at annual rates
GDP at current prices 89 6,8 40 55 36 31 65 49 54
Industrial production 2 28 00 -12 19 -63 00 19 1,1 34
Unemployment rate 3 28 3,3 47 65 36 41 54 62 68
Compensation of employees 96 78 47 34 72 41 35 35 32
M3 10,3 62 50 49
GDP (implicit price index) 55 48 40 40 58 32 41 43 31
Private consumption (implicit price index) 52 54 60 45 55 57 71 40 29
Exports, goods (implicit price index) 42 60 51 472 32 65 40 44 41
Imports, goods (implicit price index) 41 11,9 96 27 22 13,5 96 03 1,3
Terms of trade 0,1 —52 —41 1,5 1,0 —-62 —-51 41 28
As % of gross domestic product
Trade balance (fob/cif) 30 02 25 1,4 -1,0 31 49 04 —-0,2
Current balance 09 -18 -1,2 0,2 -19 -20 -03 01 03
Net borrowing of general government -2,1 =35 —45 -3,5 : : : : :

As % of GDP.

Excluding construction,

Unemployment as %, of total labour force.
Estimates.

Forecasts.

BN -

Source: Burostat; Commission and national services.

Revised data for the second half of 1981, which became available after the forecast was finalized, suggest that GDP growth in this period has been negligible.

of interest rates if certain conditions are met, in particular a
marked moderation in pay settlements, deceleration in price
inflation, and a continuing improvement in the external
position.

Although the main thrust of fiscal policy still remains that of
eliminating the structural deficit over the longer term,
concern about the outlook for growth and employment has
led the authorities to ensure that the structure of public

expenditure and taxation has the most favourable impact on
growth. In particular within the framework of the pro-
gramme ‘Operation 82’ the plans for public expenditure and
taxation to 1985 will include measures, amounting in total to
DM 27 500 million, to promote growth and employment. Of
particular importance will be:

(i) special help for structural adjustment in the iron and
steel industries, and for energy conservation;
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(ii) improvement in the tax arrangements that influence
private investment including investment in dwellings.

Furthermore the authorities also decided, at the time of the
publication of the ‘Annual Economic Report’ (Jahres-
wirtschaftsbericht) in early February, on an additional set of
measures, largely directed towards stimulating investment in
1982, but designed to have their main budgetary impact in
1983, when economic activity is foreseen to be more
vigorous, and when it is planned that compensating tax
adjustments should take effect.

Despite this extra expenditure, the additional tax measures
for 1982, agreed in 1981, should still ensure that there will be
a significant fall between 1981 and 1982, in the net borrowing
requirement of general government, as a percentage of GDP,
from 4% to 3'%%. That this should occur at a time of
increasing unemployment suggests a marked reduction in the
underlying structural deficit.

Economic trends in 1981 were dominated by a strong
recovery in export volumes of goods (+8%) to which the
weak DM and a marked increase in exports to the oil-
exporting countries (OPEC) made major contributions.
However, several factors that have an important influence on
the growth of German exports, are likely to move adversely
in the first half of 1982, namely the worsening economic
climate in eastern Europe, the forecast slowdown of imports
into OPEC countries, and the unsatisfactory outlook for
growth in the United States. However, the volume growth of
exports to the EEC is expected to accelerate somewhat.
Taken together, the competitive position of German industry
points to further increases in market share, albeit at a lower
rate than in 1981.

In sharp contrast to 1981, when destocking exerted a
contractionary influence on GDP, positive stockbuilding is
expected in 1982 and this is likely to generate relatively
vigorous import volume growth, particularly in the second
half of the year. None the less, the growth of exports in
volume terms for the year as a whole is foreseen to be well in
excess of the growth of imports and this favourable
movement of resources into the balance of payments,
combined with a modest improvement in the terms of trade,
accounts for the massive increase in the surplus of the
balance of trade forecast (fob/fob), from DM 36 000 million
in 1981 to DM 61 000 million in 1982. As it is expected that
there will be little change in the overall balance of payments
of services, factor incomes and transfers between 1981 and
1982, 1982 should witness a move into current account
surplus of perhaps DM 4 000 million.

Private consumption is expected to stagnate throughout
1982. This development reflects an assumed moderation in
wage and salary growth, and a substantial increase in direct
taxes (following a year of cuts in personal taxation),

implying, for the year as a whole, a small fall in real earnings.
It is unlikely that the impact of this fall in purchasing power
on private consumption will be offset by any significant drop
in the savings ratio, since precautionary savings are expected
to remain at a high level, due to the uncertainties generated
by the rising level of unemployment.

Given the weakness of overall demand, rising import costs
and high interest rates, fixed investment fell more in 1981
than was originally estimated. The recovery in profits, the
slowdown in the rate of reduction in capacity utilization, and
some fall in interest rates should however reverse the decline
in equipment investment in 1982. Such a trend is consistent
with the latest investment intentions surveys and makes some
allowance for the effects of the measures to encourage
investment announced at the time of the publication of the
Annual Economic Report. The outlook for construction
investment is much bleaker largely because of the sharp fall
in the volume of investment by general government and the
greater impact of high interest rates. As the recent measures
announced to encourage housebuilding are expected to have
their major impact in 1983, no early recovery in investment in
dwellings is expected.

The stagnation of output in 1981 was reflected in a significant
fall in industrial production (excluding construction) of over
1%, from the 1980 level, but the fall in the output of the
construction industry itself was very much greater (8%). It is
foreseen that the recovery in 1982 will see a marked increase
in the output of the mining, manufacturing and energy
industries taken together of perhaps 2%, with the rate of
growth being more vigorous in the second half of the year.
Output of the construction industry could well continue to
fall in 1982 although at a much slower rate than in 1981.

Despite the strengthening of the recovery, employment is
expected to fall further in 1982, particularly in the first half of
the year, although this should enable significant gains in
productivity to be made. The fall in employment is expected
to ease substantially once the recovery gathers momentum.
None the less unemployment is forecast to continue rising
through the year partly because of demographic factors. The
marked rise in the number of unemployed young people is
likely to be moderated somewhat by the special youth
employment measures which were announced in early
February, at the same time as those designed to stimulate
investment. None the less, on a seasonally adjusted basis,
unemployment is expected to move towards the two-million
level by the end of the year, and to reach 629/ of the labour
force for the year as a whole.

On the basis of present policies 1982 should be a year during
which inflationary pressures ease significantly, and in the
second half of the year the underlying rate of consumer price
inflation could fall to 3%. This favourable development
reflects the slowdown in the growth of earnings which is
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foreseen to take place during the present round of wage
negotiations, gains in productivity, and a modest strengthen-
ing of the DM in response to the improved external position.
The outlook for price inflation for the other components of
demand would appear to be even more favourable than for
private consumption. In particular the rate of price inflation
for capital goods is foreseen to be especially low in 1982, with
prices of certain construction goods likely to fall, a reflection
of the unsatisfactory conjunctural position of the construc-
tion industry.

Problems of economic policy

The economic prospects for 1982 point to a substantial fall in
the net borrowing requirement of general government, a
strengthening of the overall external position, a move
towards more rapid economic expansion as the year
proceeds, an easing of inflationary pressures, but a
continuing fall in employment and a further rise in
unemployment. This outlook suggests that the economy is
now moving towards the aims of the stability law (Stabilitéts-
gesetz), particularly if further progress could be made in
reducing the rate of inflation, the structural budget deficit,
and the economy’s dependence on imported energy.

Indeed it is now widely accepted that the future growth of the
German economy depends upon its ability to adapt as
rapidly as possible to changing economic circumstances. In
particular, there is a need to bring about a clear shift in the
use of resources, away from both public and private
consumption towards investment.

The contributions which monetary and fiscal policy should
be able to make in this regard have clearly increased as a
result of the extra room for manceuvre created by the recent
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marked improvement in the external position. The continu-
ation of this trend is likely to have a further favourable
impact on financial markets, and this could well increase the
authorities’ scope for lowering interest rates, a move which
would help to preserve the competitive position of German
exports and help overcome the present weakness of
investment.

On the fiscal side it is important that the structure of both
spending and taxation, at all levels of the administration,
should favour investment rather than consumption, and as a
consequence the measures, announced at the time of the
publication of the ‘Annual Economic Report’ (Jahres-
wirtschaftsbericht) are to be welcomed. The question arises
however as to whether more should not be done in this
regard, with the proviso that any fiscal adjustments should in
no way threaten the underlying thrust of fiscal policy to
ensure the gradual reduction of the structural deficit over the
medium term. In particular a satisfactory level of resources
to stimulate investment, innovation and structural change
can only be released on the expenditure side or gained from
taxation, if public consumption (and in particular public
sector wages and salaries) remain firmly under control.
Success in this regard would also enable the authorities to
maintain and extend the measures designed to improve the
conditions in the labour market, raise the quality of the
supply of labour and tackle youth unemployment. However,
there are limitations to what the authorities can do to
overcome the problem of unemployment but sufficient
restraint in wage settlements, implying no increase in real
wages in 1982, will make a major contribution towards
improving employment prospects. Indeed a general con-
sensus for wage restraint could improve the prospects for
extending some form of work-sharing such as early
retirement schemes, and for retraining programmes, both of
which could well increase the demand for labour and so help
to reduce unemployment.




Federal Republic of Germany

Some aspects of the relationship between
investment and structural change in the Federal
Republic of Germany

Gross fixed capital formation (hereafter: ‘investment’) in the
Federal Republic of Germany accounts for about a quarter of
gross domestic product. It has a tendency to respond more
rapidly than other components of demand to changes in the
economic and political climate, and has a marked impact on
economic developments through multiplier and accelerator
effects. Whether the object of investment is to replace or extend
existing elements of the capital stock, it influences significantly
the productive potential of the economy.

The movements of the ratio of investment to GDP underline the
relatively high level of investment in the Federal Republic. In the
12 years to 1972 the average level was 25,3%, of GDP, or 26 if
the recession from 1967 to 1969 is excluded. There was however a
significant break in the trend from 1973 onwards with the
investment ratio falling and then remaining, in the period from
1975 to 1978, at a level of 21%. The subsequent improvement in
performance was of short duration; the investment ratio is

forecast to fall below 229 in 1982 giving an annual average for.

the 10 years to 1982 of 22,3%, similar to the level recorded at the
time of the recession in the late 1960s. None the less the
investment ratio for the Federal Republic has usually remained
at a significantly higher level than that recorded for the
Community as a whole (see Graph 1).

In the course of the 1970s a number of factors have acted to
restrain investment and consequently the growth of the capital
stock. The two oil-price shocks of 1973-74 and 1979-80 have
increased imbalances and uncertainties in the world economy
and contributed to a marked deterioration in the profit position
of the company sector. The impact on companies of the
worsening of the terms of trade was particularly marked in the
period 1973-74, when real earnings rose significantly whilst the
DM strengthened.

There are a number of reasons why an even modest fall in the
gross investment ratio is of great importance for the productive
capacity of the economy. Firstly, there appears to have been a
change in the structure of production so that a greater amount of
capital is now required to produce a given unit of output.
Secondly, the proportion of older equipment and buildings in the
capital stock has risen and the Bundesbank now estimates that
35% of gross investment is devoted to replacement investment,
compared to a proportion of only 209 at the beginning of the
1970s. Thirdly, the proportion of plant and machinery in the
capital stock has increased and these items normally have a
shorter life than construction goods such as industrial and
commercial buildings and dwellings. As a consequence of the fall
in the investment ratio, the rate of growth of the productive
potential of the economy is estimated by the Bundesbank to have
fallen from 4,5% in 1963-70 to 3,79 in 1971-75 and to 2,6% in
1976-80. However, estimates of productive potential excluding
the stock of dwellings could well point to a more moderate
slowdown in the growth of productive potential over the period
in question.

In considering fixed investment and its importance for structural
change three points should be considered:

(i) the type of investment undertaken;
(i) the sectoral breakdown of investment;
(ifi) the motives for undertaking investment.

To tackle the question of the type of investment undertaken,
total fixed investment has been disaggregated as follows:

(i) plant and equipment;
(ii) industrial and commercial buildings;
(iii) dwellings;.
(iv) investment in construction by general government.

In Graph 2, time series of investment ratios based on current
price data for each of these components of total investment are
set down, showing their relative importance in gross domestic
product, and how the pattern of demand for investment goods
has changed. Thus the ratios for plant and equipment, industrial
and commercial buildings and general government point to a
marked fall in demand from 1971 onwards; after 1973
investment in dwellings also fell away sharply. Investment in
equipment however recovered in 1974, an improvement that was
maintained for several years. This together with an eventual
upward movement in the other components of investment led to
the establishment of a favourable trend in the total investment
ratio until 1980.

Data for investment in volume terms show an even stronger
move, in recent years, towards investment in plant and
machinery. Between 1974 and 1980 the latter grew at an average
annual rate of 5,69, whereas construction investment, after
reaching its low point in 1975, only grew at an average rate of
3,9% to 1980.

An analysis of the volume of investment disaggregated into the
above components provides an insight as to how investment
prices have moved in relation to the price deflator for GDP as a
whole. Since 1960 relative prices have moved in favour of plant
and equipment, reflecting marked productivity gains made by
sections of manufacturing industry. On the other hand in
considering the three categories of construction investment set
out above, the smallest advances in productivity have been made
in investment in dwellings with the consequent adverse
movements in relative prices. This may be because productivity
gains, made in manufacturing industry, cannot be transferred to
the construction industry, because (as is often alleged) outmoded
and restrictive regulations hinder the application of modern
production methods. On the other hand the very nature of the
market for dwellings, both on the demand and on the supply side,
limits the scope for the application of more advanced tech-
nology, and thus for the productivity gains that could be made.
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GRAPH 1: Fixed capital formation as %, of GDP
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GRAPH 2: Gross fixed capital formation as % of
GDP at current prices
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Source: Jahresgutachten 1981/82 of the ‘Sachverstindigenrats zur
Begutachtung der gesamtwirtschaftlichen Entwicklung’, and Commis-
sion services.

Besides significant changes in the product mix of investment
goods there have also been marked changes in investment by
industry.

Thus in the industry ‘energy and water supply’ total investment
grew at an annual rate of 119 in volume terms between 1970 and
1974 followed by a fall at an annual rate of 3% in the period to
1978 (more recent data are not available). This marked change in
trend is due in part to the fall in investment in power stations,
which reflects the legal and administrative delays that have
hindered the implementation of the nuclear energy and related
programmes.

Both plant and equipment and construction investment by
manufacturing industry have steadily fallen below the levels
established for the economy as a whole. Taking the volume levels
of construction and plant and equipment investment in
manufacturing industry in 1970 as equal to 100 then, by 1978, the
level of construction investment had fallen to 53, and equipment
investment to 82 whereas for the economy as a whole the levels
were 103 and 118 respectively. It is developments such as these
which have recently led many commentators to express concern
about the future industrial performance of the Federal Republic
of Germany.

The pattern of investment in the service industries presents a
particularly interesting picture. Between 1970 and 1978 the
volume of investment in plant and equipment grew at an annual
rate of no less than 169 in volume terms. In 1978 plant and
equipment investment in the service industries accounted for
27%; of all such investment. In 1970 the proportion was 109, and
in 1960 only 4%.

With regard to investment by the service industries in
construction goods, this had reached by 1978 a level equivalent
to that of the manufacturing and agriculture industries taken
together, compared to a ratio of only 38% in 1970.

In the Federal Republic the IFO-Institut in Munich regularly
undertakes enquiries into investment motivation. The replies
given over a range of years show that the motivation behind
investment programmes has changed considerably, reflecting a
clear trend towards adjusting the capital stock in response to
changes in relative prices, new patterns of international trade,
and rapid technological developments.

Of the companies asked in 1980, only 209, considered that their
motive for investing in the period 1981-85 would be to extend the
capital stock; with regard to the years 1960-64 the proportion
was 53% and in 1970-75 40%,. Rationalization was increasingly
mentioned as the most important motive for investment with the
proportion rising from 80%; of the firms in 1960-64, to 85% in
1970-75 and to 90% in 1981-85. Surprisingly, the lack of qualified
personnel is now quoted more often (40%; as against 35% in 1970-
75) as a motive for investment. Despite rising unemployment
many companies are apparently facing difficulties in recruiting
appropriately qualified staff for their operations. In particular it
was a frequent response in certain industries (foundries, rubber/
asbestos, steelmaking, paper making, and leatherworking) that a
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shortage of manpower existed due to the unsatisfactory nature of considered the increase in enérgy costs as a factor promoting
the working conditions (noise, dirt, night working, etc.). investment. By 1980 this proportion had risen to 50%;.

Another important result of the enquiry is the intention of Finally, 45%, of the respondents cited environmental protection
companies to invest in oil substitution and energy saving as a motive for investment as against 109 for the period 1960-64
schemes. After the first oil-price shock 25% of all companies and 20%, for 1970-75.
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Greece

Trends and prospects

Activity again declined in 1981 after having virtually
stagnated in 1980. However, the trend will probably turn
around in 1982, so that the volume of gross domestic
product, slightly down in 1981, should grow by some 1 to
1,5% in 1982,

Thus, the recession which began to be apparent in the second
half of 1979 will have been longer than had generally been
anticipated. One explanation for its length is the new
deterioration in the terms of trade which occurred in 1981 as
a consequence of the appreciation of the US dollar and the
uncertainties connected with the elections. The movement of
private consumption was, however, more distinctly positive
than in 1980, particularly in the second half of the year, as a
result of expectations which more than offset the fall in real
personal disposable income. General government consump-
tion rose fairly sharply after declining slightly in 1980.
However, fixed investment again fell back, particularly
investment by companies which did not respond as eagerly as
expected to the financial incentives offered to revive
corporate demand. Furthermore, in contrast to 1980, when
the real trade balance had been the chief element underpin-
ning the economy, its influence on activity would seem to
have been slightly negative: imports ceased to decline after
the previous year’s sharp downward adjustment, while
exports fell back. This change was due entirely to intra-
Community trade, where the imbalance was aggravated,
whereas trade with non-member countries continued to
improve. However, the deterioration in the terms of trade
and the exceptional scale of oil imports are primarily to
blame for 1981°s heavy trade deficit. The deficit was
appreciably smaller, for the current account as a whole,
because the other balances continued to evolve favourably.

The low level of activity had scarcely any moderating
influence on the rate at which prices rose; this was still very
high, mainly because of the fresh and very sharp surge of
import prices. Prices nevertheless decelerated slightly during
the year, since the 12-month increase in consumer prices,
26,2%; at the end of 1980, dropped to 22,5 at the end of
1981, partly, it is true, as a result of certain delays in adjusting
public service charges.

The October 1981 elections returned a government which
introduced a new economic policy: its aims are to bring the
economy back as rapidly as possible to the path of sustained
and lasting growth, to reduce the inequality of incomes and
to begin to squeeze inflation out of the economy. The stance
of incomes policy, prices policy, credit policy and budgetary
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policy has consequently undergone a very substantial
change. As far as incomes are concerned, the measures
introduced will have the effect, from 1 January 1982, of
jacking up all wages, salaries and pensions initially—the
increase will be huge at the lower end of the income scale, and
will taper off thereafter—and of protecting their purchasing
power by introduction of the discretionary indexation of tax
bands and the automatic indexation of pay and pensions—
though this will also taper off above a certain level. On prices,
the machinery consists mainly of watchdog measures
designed to point companies in the direction of moderation,
but it includes the possibility—already effective in some
cases—of compulsory price fixing. Credit policy has to
reconcile the need to stimulate the upturn in production with
the need to contain the increase in money supply within the
strictest possible limits: it will do so by a rigorous selectivity
in favour of productive activities, for small and medium-
sized enterprises in particular. With regard to the budget,
lastly, the target is to cut the public sector borrowing
requirement to 129 of gross domestic product, compared
with 189 in 1981, thus helping to slow down the rate of
money creation, Givén the heavy burdens on the budget—
notably under the headings of social transfer payments, aids
to enterprises and interest payments—this target can only be
met through the very strict management of the other
categories of expenditure, larger increases in public utility
charges and indirect taxation, and a clampdown on tax
evasion.

All in all, domestic demand is thus likely to receive
considerable stimuli in 1982. Real personal disposable
income is expected to rise slightly more rapidly than prices
and, with inflationary expectations continuing to operate,
the year-on-year rise in private consumption is expected to be
some 1,5%. Above all, it is expected that the new credit policy
stance will permit a gradual recovery in the trend of fixed
investment, and notably investment in construction, so that
its influence on activity should cease to be negative. General
government consumption is likely to go on rising fairly
appreciably. The influence of the real trade balance should be
roughly neutral, since the acceleration in exports resulting
from the recovery in world demand will be accompanied by
an increase in imports associated with the strengthening of
domestic demand, but limited, nevertheless, by the contrary
influence of oil imports.

Because of the relatively moderate growth expected for 1982,
the increase in employment will be small, and concentrated in
the services sector. It will be insufficient to reverse the rising
trend of unemployment, and at best will do no more than
slow it down. Despite the moderating influence of import
prices, there is little chance that prices will continue to rise at
a slower rate, and it is, on the contrary, probable that they
will tend to accelerate again, at least temporarily, notably
because of the momentum of pay and pensions.




Greece
Greece: Supply and uses of goods and services together with main economic indicators, 1970-82
1970-79 1980 19814 19825 1980 19814 19814 19825 19825 1980
I I 1l 1 I
Annual data Half-yearly data DR
(s.a.) ’000 million
at current
prices
9% change over preceding period at annual rates
— at constant 1970 prices
Private consumption 52 02 04 1,5 : : : : : 1167,5
Public consumption 69 —0,8 38 31 : : : : : 276,1
Gross fixed capital formation 3,7 -86-12,1 0 : : : : : 400,3
Change in stocks ! 44 44 44 44 : : : : : 42,36
Domestic demand 49 —-1,2 —0,1 1,2 : : : : : 1 886,2
Exports of goods and services 10,7 98 —-08 52 : : : : : 262,9
Imports of goods and services 74 =72 02 3,7 : : : : : 438,5

GDP at market prices 50 16 —-02 1,2 : : : : : 1710,6

9% change over preceding period at annual rates

GDP at current prices 19,0 19,7 194 26,8 : : : : :
Industrial production 72 07 —-1,3 05 0,5 -30 05 03 09
Unemployment rate 2 28 28 31 34 : : : : :
Compensation of employees 21,5 21,9 23,0 285

M2 23,7 24,77 34,7 258

GDP (implicit price index) 13,3 179 19,6 253 : : : : :
Private consumption (implicit price index) 12,5 22,2 23,5 240 27,5 23,2 20,1 255 250
Exports, goods (implicit price index) 12,0 46,0 23,3 20,1 : : : : :
Imports, goods (implicit price index) 15,0 38,0 399 20,1

Terms of trade -2,6 58—119 0

As % of gross domestic product

Trade balance (fob/cif) -12,2-11,0 —14,6 138
Current balance -2,8 =09 —4,0 —3,0
Net borrowing of general government 3 -2,7 =33 —6,3 —82
1 As% of GDP.

2 Unemployment as %, of total labour force.

3 Gross saving of general government plus bal of capital of central government budget.

4 Estimates.

2 Forecasts.

Including a statistical discrepancy of DR — 39 800 million.
Source: Commission and national services.

However, the more favourable movement of the terms of  Problems of economic policy

trade is likely to permit a slight improvement, relatively

speaking, in the trade balance, and, with the help of the

favourable evolution of non-commercial transactions, the

current account deficit could stabilize at a level equivalent to The new economic policy is not concerned solely with
some 3% of gross domestic product, compared with 4% in attempting, in the immediate future, to turn around an
1981. unsatisfactory cyclical situation. It also plans deep-rooted

59




The economies of Member States

60

Greece: Industrial production (s.a.)
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Greece: Trade balance (s.a.)
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Greece: Consumer prices (s.a.)
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structural reforms, with the aim of improving the economy’s
medium-term performance. The plan, which is still in its
infancy, seeks a greater degree of economic planning
together with the decentralization of responsibilities;
important industrial sectors are to be brought under public
control by changes to existing enterprises and the creation of
new ones, agricultural processing cooperatives are to be
developed, and the credit mechanisms recast so that credit is
channelled more specifically towards productive activities;
the recently introduced system of regional and sectoral
investment aids will be reformed, research and technology
will be promoted and foreign investment in priority sectors
encouraged. There are also plans for a policy to rationalize
the use of energy and develop national sources of energy to
the full, and a policy to expand the building of people’s
housing.

This package of measures is likely to result in a gradual
strengthening of production structures and a significant
improvement in the prospects of growth in the medium term.
These efforts will not succeed against the background of
persistent and severe inflation: they are liable to be thwarted
by the upsets which inflation is bound to cause to exchange
rate relationships and more generally to the determinants
governing the allocation of factors of production. It must
therefore be expected that they will be supplemented by a
medium-term strategy for the gradual elimination of
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inflation from the economy, which will centre on reducing
the public deficit, moderating credit expansion and re-
solutely slowing down the nominal rise in incomes. This
could be helped by the automatic indexation of wages and
pensions; because to the extent that it will not be triggered
immediately and perhaps be based on a price index which
excludes certain exogenous inflationary factors, and will
apply in full only to incomes below a certain level, indexation
will tend to sustain the deceleration process once it has
started, provided that its effects of compressing the wages
structure are kept within socially acceptable limits.

In the short term, the main difficulty facing economic policy
is to overcome the severe slump in investment which, if it
continues, poses a serious threat to future growth. The most
important need is for corporate investment to recover. For

this to happen, the government is placing less reliance on the
package of financial incentives introduced in 1981, than on
changing the emphasis of credit policy, the priority being to
support productive investment, and on improving the
psychological climate which has long been cautious.

The question of boosting public investment is also bound to
become urgent: public investment has lagged behind
infrastructure requirements— notably in the field of
transport—and must be expanded more steadily if the
objectives now being pursued of industrial development and
of a better balance between regions are to be achieved.
Because of this requirement, increasing strictness should be
displayed in the management of the current budget, so that
the necessary budget funds can be freed.
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France

Trends and prospects

Activity stopped declining in the second quarter of 1981, to
recover in the second half of the year. Growth will continue
in 1982, but it could slow down during the year and fall short
of the medium-term target. All in all, the increase in the
volume of gross domestic product was small in 1981, because
of the low level of activity at the beginning of the year. In
1982, it is likely to be far more marked, over 2,5%.

The recovery which developed in 1981 was the result of a
slight acceleration in private consumption and the expansion
of exports. It took hold despite the depressive influence
exerted throughout the year by the contraction in corporate
demand. The change in the rate of private consumption,
already perceptible in the second quarter, went on increasing
thereafter. The explanation is a slightly faster rise in gross
personal disposable income, but also a decline in the savings
ratio in the second half of the year, attributable to the shift in
income distribution in favour of the lowest paid, the weaker
propensity to invest in construction and the effects of certain
expectations. As for the opposite movement of corporate
demand, this can be primarily explained by cyclical factors,
but it was amplified by more fortuitous factors: the
exceptional rise in certain costs—particularly financial
costs—the uncertainties in the international economic
environment, the change in the political climate, and the
structural slowdown in the equipment programmes of the
large national corporations. So, corporate fixed investment
sharpened its decline while stockbuilding was adjusting
appreciably downwards. The real trade balance recovered
strongly in the first half of the year—when a surge in exports,
at least to non-Community countries, coincided with a
significant decline in imports—and remained slightly
positive in the second half of the year, despite a strong
tendency for imports to pick up at the end of the year. But the
improvement was insufficient to be transmitted to the
current account balance, adversely affected by the deterior-
ation in the terms of trade and the services balance: the
deficit on current account, expressed as a percentage of gross
domestic product stood at 1,49, slightly above its 1980 level.

The upturn in activity was unable to halt the deterioration in
the employment situation, so that unemployment went
above the two-million mark at the end of 1981 and averaged
appreciably over 7,59 for the year. However, the upturn in
consumption gave no additional push to inflation. Calcu-
lated over 12 months, the rate of consumer price rises
accelerated slightly, from 13,69, at the end of 1980 to 149/ at
the end of 1981, but tended to slow down in the last few
months, partly, it is true, under the impact of temporary price
freeze measures.

62

The aim of current economic policy is to consolidate the
upturn, by reviving investment, and at the same time to
achieve a significant deceleration in price rises. It is
endeavouring to attain these objectives by combining a
dynamic budgetary policy with a tight monetary policy and a
prices and incomes policy resolutely focused on moderation.
Budgetary policy is expected to sustain private consumption,
despite the increases in contributions designed to prevent the
social security accounts from moving into deficit. The aim is
to increase employment, either directly, by additional public
service recruitment, or indirectly, by the plan to promote
youth employment ! and the solidarity contracts. 2 Above
all, the aim is to raise the level of consumption of the poorest
sections of society by a new and appreciable increase in social
transfer payments and by shifting the incidence of the
compulsory levies from the bottom towards the top of the
incomes scale. Budgetary policy is also seeking, by a variety
of incentives to companies, as well as to households, to
stimulate the recovery of investment. As for monetary policy,
it will have to reconcile as best it can desirable reduction in
companies’ financial burdens with the need to bring down
inflation and to finance the current account deficit. Thus, the
target of reducing the liquidity ratio of the economy in terms
of money supply M2 will compel increased recourse to long-
term saving—notably to finance a sharply higher budget
deficit—and hence will limit the scope for bringing down
interest rates. The strains on monetary policy are neverthe-
less expected to be lessened by the tendency for a marked
deceleration in nominal increases likely to be permitted by
the prices and incomes policy. This policy, which aims to cut
the rate of price rises to around 109 towards the end of 1982
and to reserve gains in purchasing power for the low-paid,
should help, by reducing the pressure of wage costs, to make
the financial position of companies easier and encourage
them to increase their investment.

Activity in 1982 can consequently be expected to receive a
relatively strong boost from domestic demand as a whole.
First, private consumption, though rising more slowly than
in the second half of 1981, is likely to show a slightly more
appreciable increase for a full year. For, owing to the jump in
transfer incomes, the marked recovery in non-wage incomes
and the expected slowdown in price rises, real personal
disposable income is likely to increase significantly and to
keep private consumption on a rising slope, especially since,
despite the encouragements to the public to save, and
incentives to invest in housing, the propensity to save could
remain relatively weak. General government consumption is

1 The ‘Future for Youth Plan’ (Plan Avenir Jeunes) is a more ambitious
version of the ‘Employment Compact’ scheme introduced in 1977. It aims
to encourage the integration into working life of 625 000 young people
between July 1981 and September 1982.

2 The purpose of the solidarity contracts is to accelerate work-sharing
(reduction in working hours, expansion of part-time work and early
retirement) by the full or partial exemption from social security charges if
there is a net increase in job creation.




France

France: Supply and uses of goods and services together with main economic indicators, 1970-82

1970-79 1980 19813 19824 1980 1981 19813 19824 19824 1980
i I i 1 i
Annual data Half-yearly data FF
(s.a.) *000 million
at cun:ent
prices
9% change over preceding period at annual rates
Private consumption 4,5 1,7 23 25 1,6 1,8 40 20 1,8 1754,1
Public consumption 33 31 20 25 28 15 20 22 24 421,1
Gross fixed capital formation 27 08 —26 —-0,1 -28 —1,2 —40 0 4,0 595,2
Change in stocks ! L5 1,5 -0,7 0,35 1,3 -0,7 -0,8 O 0,4 43,1
Domestic demand 38 14 1,3 19 -04 -26 18 1,8 26 2 813,1
Exports of goods and services 87 34 43 34 -20 7.8 31 32 48 580,8
Imports of goods and services 85 55 —-08 48 04 -30 26 61 44 636,6
GDP at market prices 39 1,3 01 27 -09 0 1,9 32 26 2 757,3
9% change over preceding period at annual rates
GDRP at current prices 13,4 13,0 12,1 159 : : : : :
Industrial production 34 -08 —-2,3 30 —-46 —-38 21 34 36
Unemployment rate 2 33 62 76 82 64 72 80 83 81
Compensation of employees 11,8 149 13,5 14,5 13,0 12,4 14,6 13,0 14,0
M2 15,5 9,7 12,3 13,0 : : : : :
GDP (implicit price index) 92 11,5 12,0 129 12,1 11,4 12,9 12,8 122
Private consumption (implicit price index) 9,0 13,2 13,1 13,0 13,0 124 14,6 12,7 11,6
Exports, goods (implicit price index) 79 11,2 12,6 10,7 11.1 1,8 11,6 12,3 10,7
Imports, goods (implicit price index) 8,6 19,2 16,7 9,3 7,1 225 164 7,1 95
Terms of trade -0,6 —6,7 —3,5 1,3 3,7 —-87 —-43 49 1,1
As Y of gross domestic product
Trade balance (fob/cif} -1,3 =-3,3 =30 -29
Current balance -04 —1,3 —-14 —-14
Net borrowing of general government -0,1 04 -—-2,1 -3,1
1 As % of GDP.
2 Unemployment as %, of total labour force (national concept)..
3 Estimates.
4 Forecasts.

Source: Eurostat; Commission and national services.

likely to rise at a slightly steadier rate than in 1981. However,
corporate demand is expected to produce the greatest
changes: fixed investment could well reach the end of its
cyclical fall in the first half of the year, and recover in the
second. Above all, stockbuilding is likely to be stimulated by
the favourable movement of all the components of final
demand and to increase slightly after declining sharply in
1981.

The real trade balance, however, is no longer likely to exert a
positive influence on activity and it could even rein it back
slightly. This might be the result of more slowly rising

exports, which would merely keep pace with the rate of world
demand, but above all of the turn-round in the downward
trend of imports: both phenomena are attributable to the
combined effects of buoyant domestic demand plus com-
petitiveness which is still precarious in certain sectors mainly
related to the consumption industries, despite the currency
realignment in October 1981.

The confirmation of the upturn is likely to permit an
improvement in the employment situation. Indeed, for 1982,
it is anticipated that employment will rise somewhat faster in
market and non-market services, and that the downward
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France

trend of employment in industry will be halted. The
economic upswing will nevertheless play a smaller part in this
favourable development than the specific measures of all
kinds which have been taken to encourage work-sharing and
to stimulate recruitment. Overall, employment could
increase a little more in 1982 than it declined in 1981. This
improvement will probably slow down the growth of
unemployment, but will not bring it to a complete halt, so
that the average rate for the year will rise further, to 8,5%.

For 1982, price rises can also be expected to decelerate fairly
appreciably. Several factors are likely to be at work: the
favourable movement of import prices; the moderating
effect of measures taken under the new prices policy, notably
the efforts made to reach agreements with the service
industries; and lastly, the reduced pressure of labour costs
expected from a pay policy which tends to replace the former
practice of an almost automatic adjustment to past increases
in prices by the principle of an anticipatory link to their
forecast rise. ! The 12-month rate of consumer price rises
could consequently come down to around 119 at the end of
1982,

The deficit of the current account, however, is likely to
continue to increase in absolute terms, although it will
remain stable, in relative terms, at around 1,49 of the gross
domestic product. The slight improvement expected in the
terms of trade, and in the balance on tourism, is unlikely to be
sufficient to offset the deteriorating trend of the real trade
balance, while the small overall surplus on other invisible
transactions is likely to disappear. A large area of
uncertainty nevertheless surrounds the forecasting of these
balances, for one thing because of the uncertain movement of
the dollar exchange rate and of international interest rates,
which is likely to have repercussions on trade volumes as well
as trade prices, and on the balance of income from capital.

Problems of economic policy

If the relatively favourable prospects for 1982 are to
materialize, the new economic policy has to be completely
successful, and in particular it must be able to stimulate a
sufficient—and competitive—domestic supply to respond to
the deliberate boost to domestic demand. The upturn, and
with it the scope for improving the employment situation,
would soon come up against its limits, if companies were

I The proposed system, to be applied in the public sector and submitted for
acceptance by management and unions in the private sector, gives wage
and salary earners, at the beginning of a quarterly period, a pay increase
which is calculated on the basis of the annual price target set by the
authorities. If this target is overshot, the pay increase is to be adjusted after
the event, at the end of each half-year. In addition, changes in the SMIC
(the minimum wage) will be announced in advance in order to help
companies to forecast wage costs.

-

unable to expand their production capacity rapidly enough
in the conditions of competitiveness imposed by the
international environment. More generally, there is the
immediate problem—which will continue to present itself
well beyond the short-term horizon—of reconciling the
external constraints with the relatively ambitious objectives
for growth and social progress. The Interim Plan 1982-83
(see box) has been devised to permit an initial response in a
globally coherent framework.

A first difficulty is liable to stem from the determination to
cut working hours rapidly both on the grounds of social
progress and as a way of reducing unemployment through
work-sharing. This must not be allowed to weaken
companies’ production capacity, nor to increase their costs
appreciably. Thus, either compensatory productivity gains
must be achieved in parallel, or, if this is not the case, firms
must not be dissuaded from taking on more labour by the
prospect—only marginally reduced by the solidarity con-
tracts—of an excessive increase in their costs. By means of
consultation, ways must therefore be found of making these
changes while avoiding the pitfalls.

As for the rapid deceleration which is sought in the upwards
movement of costs, this presupposes broad acceptance of the
proposed policy for the voluntary moderation of nominal
increases in incomes and the strict limitation of purchasing
power gains. Here, in order to help create the necessary
psychological climate, it is important for the prices policy,
while being as uncoercive as possible, to confirm the
successes obtained partly by means of temporary price
freezes. But above all, those concerned must clearly perceive
the reasons why the majority must accept pay curbs, and, in
particular, their central importance to the strategy of fighting
unemployment.

Another element in this strategy, the recovery of productive
investment, also largely depends on psychological factors
and, in particular, on the way in which firms assess their
future profitability. Here, their behaviour is likely, sooner or
later, to be positively influenced by the emerging prospect of
more sustained growth, decelerating costs and easier interest
rates, plus the range of incentives such as tax deductibility,
interest-rate subsidies and direct loans provided for in the
government package. But the timing and scale of the
expected recovery remain uncertain.

The policy of reducing inflation which is essential if growth
prospects are to be improved, also means that monetary
policy must remain tight: this is also necessary in order to
finance the external deficit. But there are two further
requirements if the financing constraints of firms are not to
be excessively severe : a budgetary policy which can bring the
rising trend of the public deficit under control in time, and a
savings policy which succeeds in calling forth a supply of
long-term funds sufficient to finance the economy by non-
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inflationary means, and at a reasonable cost. Despite a
sharply higher budget deficit at 39 of gross domestic
product, the problem is unlikely to become acute yet in 1982.
But thereafter, strains will inevitably appear, if the deficit
continues to grow.

In the context of adapting the economy to its environment,
the problem of the directions in which sectoral activities are
to be modified is also bound to arise. Against the difficult
economic background of the last few years, the outstanding
feature of which has been the far keener pressure of external
competition, the process of adapting sectoral structures has
accelerated, and in directions on the whole positive in terms
of unit value added. But this qualitative progress has not
been solely the result of the rapid development of high
technology, and the spread of new technologies into the more
traditional industries. It has also been due to the sometimes
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marked decline in number of such industries, which have
suffered from the combined disadvantages of markets which
are often sluggish, and structures which are insufficiently
competitive and hence can offer little resistance to foreign
penetration. In order to achieve a durable improvement in
growth opportunities, this decline must be halted wherever
there is a reasonable prospect of bringing the industries in
question back to lasting health—by means of changes in
technology, restructuring, and even changes in specialization
and, where appropriate, in return for temporary official aid.
To be fully effective, i.e. to ensure that it encourages optimal
factor allocation, these measures should form part of an
overall design for industrial policy which up to now has
merely been outlined, and which would plot its basic course,
lay down the procedures for action and identify the points of
interaction with the parallel effort to promote research and
training.




France

The Interim Plan, 1982-83

Since 1972, the French authorities have been formulating five-
year plans designed to set out the main lines to be followed by
government decisions on economic and social policy. But,
whereas the first plans were binding in nature, over the years they
have gradually lost this characteristic to become no more than
indicative and an incentive. The new government has decided to
restore planning to an important position in economic life. The
Minister for Planning was therefore instructed to formulate an
interim plan for the two years 1982-83 in preparation for a new
five-year plan to be formulated in the traditional way after
consultation with all the social partners and which will replace
the original Eighth Plan for 1981-85.

The Interim Plan for 1982-83 adopted in Cabinet on 21 October
1981 is thus not so much an actual plan setting detailed
quantified targets as a document which describes the major
objectives and priorities of the new economic policy, situates
them in a general coherent framework, and outlines the methods
of attaining them. However, it does plan:

(i) to restore the growth of France’s GDP to a trend rate of
3% a year;

(ii) to create between four and five million jobs in two years;

(iii) to increase real personal disposable income by 29/ a year,
concentrating the increase mainly on the lowest paid;

(iv) to cut the inflation rate to under 10% a year.

Breaking with analysis in terms of supply-side economics which
makes employment a residual variable, the plan proposes the
achievement of sustained growth through an active public
authority policy in all sensitive areas, and concentrating
overwhelmingly on employment: the expansion of aggregate
demand is to be ensured by better income distribution and an
optimal use of human and economic potential. Nevertheless,
despite the State’s increased role in economic and social life,
there is no suggestion of international commitments, or the
leading role of market mechanisms, being called into question.
The State’s role is defined as that of a motor of growth: it will
operate through the enlargement of the public sector, which will
form the spearhead of industrial policy, through giving higher
priority to the specific problems of certain industries which are in
difficulties despite their potential (wood, textiles, clothing,

machine tools), and through an active policy of developing
research, both basic and applied, public and private. The Eighth
Plan objective of increasing research investment from 1,8% to
2,5% of GDP in 1985 becomes one of the objectives of the
Interim Plan.

The chief innovation is the introduction of a contractual policy:
responsibilities are to be very clearly divided between the State
and enterprises—public and private. While having an influence
on economic and social objectives, particularly those of the
public enterprises through multiannual contracts, the role of the
State is to be confined to reducing the area of uncertainties. This
role can be expressed in a variety of ways: by improving
enterprise financing (participatory loans, long-term bank
lending, etc.), by simplifying the system of aids and making it
more effective, by improving training and information, by
redefining national development and communication policy,
and by paying particular attention to the problems of the supply
of energy and dependence on it. Nevertheless, the State will
concentrate more especially on encouraging the development of
sectors using the technologies on which the future depends:
electronics, equipment for the energy and other high-technology
industries, civil aviation and space.

The object of all these efforts is the renewal of the French
industrial structure, while ensuring the parallel development of a
dense network of small and medium-sized enterprises and
improving the links between production and distribution.

However, these economic guidelines, as a whole with their aim of
restoring sustained growth without high inflation, while ensuring
the maintenance of the key macro-economic equilibria, are
subordinate to a social purpose based on national solidarity: the
better distribution of income and the reduction of social
inequalities, work-sharing and the planned reduction of working
hours, the granting of new rights to workers and the phasing-out
of inequalities with regard to employment. But, here too,
although the authorities are bound to set out the guidelines for
this policy and to define the rules of the game, the decisions as to
how work is to be organized and how pay is to evolve must still be
contractual, and collective agreements must continue to play
their role.

In the last analysis, the object is to ensure the convergence of
individual interests with the general interest, and to exert the
control over the future which would be an impossible task if the
economy were not channelled in a certain way.
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Ireland

Trends and prospects

Economic activity quickened somewhat in 1981 following
the slowdown which had characterized 1980 and the latter
part of 1979. Although the estimated growth in gross
domestic product during the year (1,79;) was modest
compared with the strong growth rates recorded in 1977 and
1978, the economy performed noticeably well in certain
respects. The sharp turn-round in investment was par-
ticularly striking; estimated volume growth reached nearly
6%, in contrast with a fall of almost 89, the previous year.
This was due essentially to increased government spending
under the Public Capital Programme. Private consumption
remained depressed reflecting in large part both an estimated
fall of about 2% in real personal disposable income and
increases in indirect taxes introduced during the second half
of the year. Another notable factor in 1981 was the vigorous
growth of over 8%, in the volume of industrial exports despite
the adverse international trading environment. Its potential
beneficial effect on the balance of trade could not be realized
because of offsetting negative developments, in particular a
significant fall, estimated at about 13%, in the volume of
agricultural exports as a result of the destocking in 1980 and
a further deterioration in the terms of trade. As a result, the
deficit on current account of the balance of payments
widened in 1981 to an estimated IRL 1 355 million (13% of
GDP; 1980: 8,3%).

A further problem is posed by the large deficits on the current
budget in recent years. The apparent chronic persistence of
these deficits is one of the major problems which dominate
economic policy at present. The rapid increase in their size
plus the current accumulation of a large stock of Exchequer
debt, particularly foreign borrowing, and the related debt
servicing costs have become increasing constraints for
economic policy. The special budget introduced in July 1981
represented an important step in bringing these adverse
trends under control; the proposed budget of 27 January was
intended to advance this work further. The parliamentary
defeat of the budget means that there is, at the time of
writing, uncertainty as to what budgetary framework will be
putin place for 1982. Forecasts constructed on the mere basis
of the continuance of present expenditure trends and on the
assumption that excise duties are indexed but that income tax
allowances and bands are not, appear to be unrealistic as
they point to a current budget deficit and resultant
Exchequer borrowing requirement approaching levels which
could be difficult to sustain given the persistence of a large
deficit on the external balance. It would therefore seem
appropriate, whatever the precise fiscal measures eventually
adopted, to assume, for forecasting purposes, that the new

68

government will continue the policy stance adopted in July
last which aims at a reduction of the current budget deficit in
1982 to a level consistent with the 6% of GDP figure which
the Commission recommended in late 1981 in the budgetary
guideline for 1982. In more precise terms, the forecast
presented here ! is constructed on the basis of the budget
proposed on 27 January last, which implied a current budget
deficit of 6% of GDP and an Exchequer borrowing
requirement of 13% of GDP (1981 comparative figures: 8%,
and 17%, approximately).

The estimated value increase in tax revenue and the sharp fall
in the growth of transfer payments associated with these
budgetary proposals may perhaps be somewhat optimistic.
Moreover, the delay in introducing a budget for 1982 means
that prospective revenue is lost through lapse of time and
could also result in some pre-emptive buying in order to
avoid the immediate effect of higher VAT charges. This will
make it more difficult to reach a target for the current budget
deficit of around IRL 715 million and perhaps impossible
without further cuts in expenditure or increases in taxes.

Monetary policy in 1981 has restrained the growth of credit
to the private sector. Liquidity pressures in the second half of
the year, reflecting the continuing high level of the current
balance-of-payments deficit, caused an upward drift of
domestic interest rates. Movements in the money supply
were clearly associated with the ways in which the Exchequer
financed its deficit. Overall the increase in the money supply
broadly defined in 1981 was a modest 10,2%,. Aggregate
credit extended by licensed banks to the private sector was
not permitted to grow by more than 159 in the year up to
February 1982. This guideline has been extended on a pro-
rata basis to April 1983.

On the above assumptions, the outlook for domestic demand
will remain subdued. Government consumption will be
curbed in 1982 and if the authorities adhere strictly to the
level of expenditure in cash terms provided in the proposed
budget 2 there may even be a small volume fall. After strong
growth in 1981, total fixed investment is expected to grow
only slowly in 1982, by about 2% in volume. There is likely to
be no growth in government expenditure under the public
capital programme. The fragile state of the agricultural
sector will mean little growth in agricultural investment this
year. Private house-building, which accounts for a signifi-
cant proportion of building and construction output, is likely
to remain sluggish reflecting in part high interest rates and a
fallin living standards. The marked increase in the volume of
producers’ capital goods in the second half of 1981 is a
positive factor, however. This category of investment may
grow by around 39 in 1982, partly in response to better
international prospects and an improvement in the profit-
ability of the company sector in 1981.

I See table.
2 Of 27 January.




Ireland
Ireland: Supply and uses of goods and services together with main economic indicators, 1970-82
1970-79 1980 19814 19825 1980 19814 19814 19825 19825 1980
i 1 od I I
Annual data Half-yearly data IRL million
s.a.) at current
prices
% change over preceding period at annual rates
— at constant 1975 prices
Private consumption 35 =06 —09 —28 =29 0,7 =22 -3,1 —-29 5522
Public consumption 57 40 07 02 41 09 -30 08 25 1834
Gross fixed capital formation 54 =77 57 21 -83 98 100 -03 —1.8 2552
Change in stocks ! 1,2 -1,0 o1 0,5 -06 —-02 04 00 1,0 —100
Domestic demand 43 —-41 20 -06 -1,7 37 1,7 -22 02 9 808
Exports of goods and services 70 65 24 77 -26 32 59 86 178 4 669
Imports of goods and services 69 —45 28 3.2 03 23 65 19 25 5 800
GDP at market prices 39 19 1,7 1,6 -35 43 09 1,1 32 8 677
% change over preceding period at annual rates
GDP at current prices 178 158 209 228 148 252 178 252 23,0
Industrial production 51 —-1,0 1,7 30 —-15,7 104 46 25 25
Unemployment rate 2 7,1 83 104 12,0 : : : : :
Compensation of employees 19,2 224 174 158 :
M3 18,3 169 10,2 13,6 23,1 : : : :
GDP (implicit price index) 134 148 189 209 19,0 20,0 16,7 23,8 19,2
Private consumption (implicit price index) 12,9 182 20,0 19,5 18,2 18,0 254 20,0 13,4
Exports, goods (implicit price index) 140 10,0 155 125 86 148 238 10,2 83
Imports, goods (implicit price index) 146 19,7 189 8,2 13,5 232 159 57 59
Terms of trade -04 —62 —24 40 : : : : :
As % of gross domestic product
Trade balance (fob/cif) ~12,4 —13,0 —14,7 -9,2
Current balance —46 —84-129 —93
Net borrowing of general government 10,2 12,8 14,4% 123

1 As % of GDP.

2 Unemployment as % of total labour force.

3 Excluding private sector participation in investment of IRL 112 million.
4 Bstimates.

5 Forecasts.

Source: Eurostat; Commission and national services.

Private consumption is expected to fall by nearly 3% in 1982.
Several factors are at work. A reduction in real disposable
income is expected resulting from continued high inflation,
20% in 1981, 19,5% in 1982, and some slowdown in the rate
of increase in earnings, 15,8% in 1982, compared with 17,4%,
last year. Higher pay-related social insurance contributions,
the imposition of a 19 levy for the Youth Employment
Scheme, the tax measures introduced in 1981 and assumed
for 1982, and the effect of fiscal drag will also reduce
disposable income.

It is arguable, however, that consumer reaction to these
factors will be lagged and that the savings ratio may be
reduced temporarily in an effort to maintain consumption
levels. Such a development may be encouraged by the delay
in introducing the budget.

The main stimulus to growth in 1982 will come from the
external sector. An acceleration in the volume growth of
industrial exports is expected. This development should be
aided by an upturn in world trade. Export growth will be
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Ireland : Industrial production (s.a.)
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Ireland: Consumer prices (s.a.)
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Ireland

critically dependent on the trend in competitiveness of Irish
industry and on an uninterrupted flow of output. A
continued gain in market share is expected due to the impact
of new firms on Irish overall output and exporis and the fact
that these firms are less affected by cyclical trends than the
existing and, on average, more traditional industries.
Agricultural exports are expected to recover strongly in 1982
from the low level achieved in the previous year. Overall
therefore, total exports should record substantial volume
growth this year, estimated at nearly 8%,.

The sharp drop expected in private consumption and
sluggish growth in investment should mean lower import
growth than last year. Moreover, import elasticities with
respect to changes in stocks may be relatively low because of
the large contribution of agricultural stockbuilding which
has little effect on imports. On the other hand, due to the
large proportion of imported semi-finished goods and other
materials used in manufacturing in Ireland, the strong
growth foreseen in industrial exports implies a high level of
imports. Overall, the rate of growth of import volume in
1982, is estimated at about 3%,. An improvement in the terms
of trade is expected, which is in strong contrast to the major
deterioration experienced in recent years. This, together with
the expected growth in exports, would lead to a lower deficit
on the external trade balance. When account is taken of
rising interest payments on foreign debt, the balance-of-
payments current account deficit is expected to fall by about
IRL 150 million to about IRL 1 200 million, the equivalent of
9,3% of GDP.

'Developments in 1982 will not favour any improvement in

the employment situation. The level of employment in the
first half of 1981 was on average about 19 000 lower than in
the same period of 1980. The greatest falls in employment in
the first half of 1981, compared with the corresponding
period of 1980, were recorded in those sectors of manufactur-
ing industry which showed the largest falls in output, such as
food, textiles and clothing. In addition, the continued rapid
growth in the labour force means that unemployment is
likely to continue rising during 1982.

Without any increase in indirect taxes in the forthcoming
budget, consumer prices could be expected to rise between
1981 and 1982 by about 16%;. This figure would materialize,
despite low quarterly price increases during the year, because
of a carry-over effect from the high quarterly rises in the
second half of 1981. A rise in indirect taxes in the early part of
the year, as is assumed in the forecast here presented, which is
necessary to reduce the Exchequer deficit and the external
deficit in 1982 would add to the rate of increase in consumer
prices in 1982. Overall, and in spite of a much reduced rate of
increase in import prices, consumer price inflation is
expected to rise but to slow down as the year progresses; the
year-on-year change is estimated at 19,5%.

Problems of economic policy

The outlook portrayed above is sobering but contains
encouraging features; the dynamism of industrial exports,
the expected recovery of agricultural output and continued
high levels of fixed investment are very positive factors. The
world recession, particularly the depressed UK market, and
unfavourable terms of trade have contributed to Ireland’s
economic difficulties, but improved prospects in this area are
important for Ireland. In addition, important causes
originate in the domestic economy and can be corrected
through the implementation of appropriate policies.

Recent discussion on economic policy in Ireland has centred
to a large extent on the imbalances on the current account of
the balance of payments and on the Exchequer account. It is
important to consider this in the context of the more
fundamental problem of the low growth rates recorded in
recent years in contrast with the favourable rates achieved
earlier. There is a clear need for relatively rapid economic
growth in Ireland which is among the least prosperous
Member States. High growth rates are needed if sufficient
jobs are to be provided for a young and expanding
population. This was the rationale behind the heavy
emphasis in government policy over the past 20 years on
attracting foreign direct investment in the form of new
export-oriented industries.

The resulting rapid build-up of new industry and the
consequent increased degree of openness of the economy,
point to a greater need for a strict discipline. If foreign
investment is to continue to be attracted and entrepreneurial
initiative encouraged at home, if Irish exports are to be
increased and if domestically produced goods are to be sold
profitably on the home market, it is essential to maintain
competitiveness in the widest sense. This requires that pay-
roll costs reflect the real level of output and productivity in
the economy, particularly in regard to the level of labour
skills and the quality and reliability of essential infrastructure
and services.

The facts, however, show that real incomes and transfer
payments are excessive relative to the volume of real national
product. The independent experts, the Committee on Costs
and Competitiveness, recently consulted by the previous
government, argued that real GNP corrected for changes in
the terms of trade had fallen slightly since 1978 and that
consequently there had been little or no room for improve-
ment in living standards since that time. Public and private
consumption has continued to expand over the last few years
at the cost of the external balance. This has meant
disproportionate increases in Irish comparative costs, a large
and steady loss of Irish competitiveness and a further fall in
profit margins.

The budgetary stance followed by the Irish authorities in
recent years has contributed to this situation. A series of large
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current budget deficits (6,3% of GDP in 1980; 8%, of GDP in
1981) have been associated with substantial increases in the
level of public sector pay and transfers. In addition,
borrowing for capital purposes has also increased lending to
unprecedently large Exchequer borrowing (17% of GDP in
1981 ; perhaps 13-14%, of GDP in 1982). A large proportion
of these funds is borrowed abroad, permitting excess
consumption to suck in imports, while the growing size of
debt interest payments adds to the heavy deficits on the
external account. The deficit on the external balance is not
then a problem separable from the Exchequer’s budgetary
position. Heavy deficits on the current account of the balance
of payments in turn put pressure on domestic financial
markets. These imbalances act as constraints on the Irish
authorities in so far as the promotion of policies to encourage
growth and employment are concerned. Moreover, the
massive foreign borrowing could expose Ireland to external
fluctuations in the availability of funds.

Experience in 1981, when insufficient receipts from domestic
borrowing sources led to an unprecedented IRL 1285
million foreign borrowing, suggests that the domestic capital
market cannot by itself finance high current budget deficits
forlong. Taxesin Ireland are already high ; the direct tax base
is comparatively narrow, while recent increases in VAT
charges and other indirect taxes have added to inflationary
pressures. It is clear that the restoration of order to the public
finances requires above all a curb on the growth of
Exchequer spending. This applies primarily to current
spending but capital spending could also be critically
examined in order to weed out unremunerative and
uneconomic projects. Nationalized industries should be
expected to operate according to market disciplines and
support to these bodies, either through formal subsidies or
by means of new equity capital, should be given particular
scrutiny. There is also a prima facie case for examining the
now sizeable sums being spent on industrial development in
order to ensure that they are not excessive relative to the
expenditure essentially needed to ensure the achievement of
national economic aims.
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An obvious area where current public spending could be
reduced, while at the same time having a sizeable effect on
holding down wages costs, is public service pay. The increase
of about 18% in expenditure on pay and pensions provided
for public sector workers in 1982 is a far from negligible
element in the present macro-economic imbalance of the
Irish economy.

Inflation is unlikely to abate as yetin 1982, but moderation in
pay settlements would obviously be beneficial in bringing
inflation down. If substantial progress could be made in 1982
and thereafter in reducing public expenditure levels in real
terms, pressure to increase taxes would ease somewhat in the
following years which would make for lower rates of
inflation after 1982.

In summary, therefore, government policies to increase
growth and employment are obviously dependent on action
which increases competitiveness, emphasizes supply-side
policies and improves infrastructural development. The
current state of the public finances and the balance of
payments are obstacles to the successful realization of such
policies and must therefore be given priority.

Note : The manuscript of this chapter was completed on 2 March 1982, and the
economic forecasts on which it is based were completed in February. The
underlying fiscal assumption, as indicated in the text, is that the broad outline
of fiscal policy as implied in the proposed 27 January budgetary measures is
carried into a new budget in late spring. However, at the proof stage,
information had become available on the budget for 1982 which the Minister
for Finance presented to Parliament on 25 March. This budget, while aiming
essentially at the same targets for ‘current budget deficit’ and ‘Exchequer
borrowing requirement’, allows for some increase in current and capital
expenditure and for modifications in the taxation measures proposed in
January.
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Trends and prospects

Activity continued to decline slowly for most of 1981, but
seems to have stabilized in the closing months of the year.
The first half of 1982 is nevertheless likely to see an upturn
which should restore the economy to a rate of growth
roughly in line with its medium-term possibilities. All in all,
the volume of gross domestic product, which fell by almost
19 in 1981, is in 1982 likely to increase by between 1 and
1,5%, depending on the still fairly uncertain circumstances of
the expected upturn.

Thus, the recession triggered by the second oil shock will
have been notable for its length rathér than its severity. It has
been prolonged by both the additional shock of the US
dollar’s sharp rise in late 1980 and early 1981 and the tight
monetary policy implemented in the wake of the lira
devaluation in March 1981. Real personal disposable
income, curtailed not only by fiscal drag, but in particular by
the unfavourable trend of non-wage incomes, declined
appreciably in 1981 : as a result, private consumption fell, but
this fall was limited by a further reduction in the personal
savings ratio. Then again, monetary restrictions precipitated
the decline in fixed investment, especially stockbuilding, the
tightness of stock management having had a severely
depressive effect on domestic demand. These negative factors
were nevertheless largely offset by the spectacular recovery in
the real trade balance, under the combined impact of a sharp
drop in imports and a marked rise in exports — primarily to
non-Community countries — which was favoured by the
appreciable fall in the lira’s effective exchange rate. The scale
of the recovery was so great that despite the sharp
deterioration in the terms of trade, the current account
balance, still heavily in deficit at the beginning of 1981,
improved appreciably month by month, and for the yearasa
whole the deficit was cut to around 2% of gross domestic
product. The low level of activity had repercussions on
employment which again increased in the services sector but
declined markedly in industry, though the decline was
contained by companies relying heavily on temporary
unemployment. !

As a result, unemployment averaged 8,5% for 1981, as a
whole, the absolute level standing at close on 2 million at the
end of the year. Significant results were, however, achieved in

1 Compensation is paid out of an INPS (National Institute for Social
Welfare) Fund, partly financed by firms and partly by the State, to which
industrial firms can apply in the event of economic difficulties. Workers
affected by the reduction in activity are covered for some 80%; of their
wage.

the fight against inflation; the 12-month rate of consumer
price rises, 21,3% at the end of 1980, was cut to 18,19/ at the
end of 1981, owing to an appreciable deceleration in the
second half of the year.

Present economic policy still considers the control of
inflation to be its first priority: it will not therefore stimulate
the upturn. But nor does it seem likely to impede it — merely
to contain it within the appropriate limits. The policy is in
keeping with a medium-term strategy for progressively
squeezing inflation out of the economy, seeking to use
monetary constraints in association with resolute action to
hold pay and prices in check. In line with this strategy,
monetary policy for 1982 will remain markedly restrictive. It
is likely to result in a further and appreciable reduction in the
liquidity ratio of the economy in terms of money supply
(M2): first, it will endeavour to contain total domestic credit
expansion within a limit implying a rate of increase below
that of the value of gross domestic product; and second, it
will try to cover the Treasury’s borrowing requirement
increasingly by the direct means of placements with the
public. If these objectives are to be attained, strenuous efforts
must be made to hold down the underlying public sector
deficit (the finance law now under discussion will determine
how this is to be done). At the same time, real interest rates
must be kept high enough to restrict the demand for lira
lending to the strict ceilings set on 24 December 1981 for the
whole of 1982, while continuing to encourage the public to
accept stable saving instruments. The effects of this tight
policy on the cash position of companies will be slightly
mitigated, however, by the gradual opening up of credit lines
‘frozen’ under the compulsory import deposit scheme and by
authorizing firms once again to increase, by up to 12%, their
foreign currency borrowing to finance imports. It is also
reasonable to expect that the efforts made since last summer
to steer incomes policy towards voluntary pay restraint will,
on the basis of details still to be agreed between management
and unions, result in the upward movement of wage costs
being sufficiently limited to ease the financial position of
companies appreciably.

Against a background so unfavourable to a resurgence of
inflationary expectations, the upturn expected for 1982 can
come only from more favourable movements in underlying
demand trends. Indeed, the two components of domestic
demand with a negative effect on demand in 1981 — private
consumption and stockbuilding — are expected to recover in
the course of the year. The recovery of private consumption
is likely to follow from a marked deceleration in consumer
price rises combined with a slight acceleration in the increase
in disposable income; this itself is attributable to the sharp
recovery of non-wage incomes, the effects of which should
more than offset the reduced dynamism of wages and social
security benefits. Thus, all in all, real personal disposable
income, after declining 1,79 in 1981, is likely to rise by an
equivalent amount in 1982, and it is reasonable to expect that
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Italy: Supply and uses of goods and services together with main economic indicators, 1970-82

197079 1980 19813 19824 1980 1981 19813 19824 1982 1980
11 g I 11
Annual data Half-yearly data LIT
(s.a.) ’000 million
at curqent
prices
% change over preceding period at annual rates
— at constant 1970 prices
Private consumption 34 44 -0,5 08 1.3 =04 *=2/6 ey w248 214 407
Public consumption 3.2 2,0 1,8 2,0 2:3 1.5 2,0 2,0 2,0 54 440
Gross fixed capital formation 04 10,0 04 -—53 0:6:. 3.3 =53 =705 =18 67 428
Change in stocks ! Ly, 34 =07 03 23 v 0da—lah s w0 1,0 16 459
Domestic demand 2,9 6,9 —4,1 1,1 =32 =31 =65 3.8 3,8 352 734
Exports of goods and services 81 —43 5,8 52 =11,3% 162 4.8 4T F¥67 77 385
Imports of goods and services 6,7 79 —89 44 =610 4917 0.5 9.2 10,2 92 717
GDP at market prices 33 40 -0,8 1,5 —4,3 2.2 +—3,3 3000183 337 402
9% change over preceding period at annual rates
GDP at current prices 17,0 25,1 14,5 196 . : : : :
Industrial production 3,6 5,6- —3.0 2,4 124 44 —17,1 4,7 8,2
Unemployment rate 2 3.6 7,6 8,5 9,3 7,6 8,2 8,8 9,2 9,4
Compensation of employees 19,1 23,1 20,4 18,6 209219 1732 186 200
M2 19,6 12,7 100 .10,0 : : : : :
GDP (implicit price index) 13,3203 ' 15,5 17,9 1540md6,1 144 19.2. 718.5
Private consumption (implicit price index) 13,1 20,3 19,2 165 1825205 18:8v- 166 1616
Exports, goods (implicit price index) 146 17,0 22,6 15,1 142 26,1. ,23,2 11,7 ' 145
Imports, goods (implicit price index) 170 122,99 33,68 T13%0 20,1 443 277 705102
Terms of trade —22 —48 —8.2 1,8 —420 126" —3.5 39 T30
As 9 of gross domestic product
Trade balance (fob/cif) —23 '—3.8 —48%=41 : : : : ;
Current balance (IS 5=2.5 —2ilsd="]1) =206 248 — 4y —1W 8
Net borrowing of general government =73 —7,8~—10,6—10,3 : ¢ s : :

1 As % of GDP.
2 Unemployment as % of total of labour force. Source: ISTAT.
3 Estimates.

Forecasts.

Source: Eurostat, Commission and national services.

saving will not be the sole beneficiary. It is consequently
reasonable to expect consumption to start moving upward
again during the year, despite the considerable uncertainty
still surrounding the timing and scale of the upturn. As
regards stockbuilding, it is probable that in the wake of the
overall recovery of demand, it will again start to rise in 1982,
but because of the general economic climate and the very
high level of interest rates, the change cannot be a large one.

These positive factors making for recovery will be underpin-
ned by a moderate rise in public consumption and by a trend
in the real trade balance which is still favourable, though
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markedly less positive than in 1981. Exports will continue to
expand steadily, more as a result of the recovery of world
demand than of increasing market shares, which cannot
continue at the exceptional rate observed in 1981. However,
the recovery of consumption and stockbuilding is likely to
suck in more imports, and import penetration could also be
favoured by the relative fall in the prices of imported goods.
The increase is, however, likely to be limited by the weakness
of investment in plant and machinery, which has a high
import content, and which, lagging markedly behind the
other components of demand, will probably not touch the
lowest point of its cycle before the second half of 1982.
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The moderate growth expected for 1982 will not permit any
great rise in employment. Industry will easily be able to cope
with the increase in demand by improving productivity or
returning to normal working hours and is unlikely, generally
speaking, to take on more labour. Numbers employed will
rise only in the services sector, but the pace of recruitment
might be slowed down by the rationalization drives under
way in some branches. Consequently, unemployment will
climb further to reach an average annual rate appreciably
above 99,. The slight upturn in activity could attract back on
to the labour market workers who had stayed away from it
during the recession.

The weakness of the upturn is likely to be conducive to a
further deceleration in price rises. The relatively favourable
movement of import prices and the wages policy bias
towards moderation will probably tend to reinforce the
present slowdown. But the erosion of profit margins as a
result of the recession and the rise in interest rates could
tempt companies to take advantage of strengthening demand
to reconstitute profits more quickly by raising their prices by
more than the rise in their unit costs. Further, in setting for
the year the not very ambitious target of 169 for consumer
price rises, and in aligning on it increases in public service
charges, the authorities have themselves indicated the limits
for the results which they expect from their action.

Lastly, since the real trade balance will still be markedly
positive and the terms of trade will continue to be favourable,
the current account balance is likely to continue to recover.
The current account deficit for 1982 as a whole could thus be
cut, on the assumptions made, to an amount not much in
excess of 19, of gross domestic product. The forecasts which
are possible here, both as regards the trade in goods and
services and as regards debt charges, are nevertheless still not
at all definite, because of the uncertainties surrounding the
movement of the US dollar exchange rate.

Problems of economic policy

The prospects outlined above presuppose that economic
policy will succeed in maintaining the resolutely stabilizing
stance it adopted in 1981. This means that it must refrain
from any reflationary action which might again aggravate
the imbalances now being reduced, and that it must attain its
public deficit and pay restraint objectives. The government’s
first task is to bring the rising trend of the public sector
current deficit under effective control: it is worrying not only
in the medium term, but already in the short term, in that it
mortgages the monetary equilibrium forecast for 1982. And
secondly, when management and unions, as they are about to
do, renew the very important collective agreements which
expired at the end of 1981, the government must secure their
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respect, on the basis of details still to be settled, of the 16%,
wage rise target proposed for 1982.

The government no doubt has more extensive means of
acting on the public deficit than on wages, and it is making
great efforts in this area. However, it has to reckon with the
autonomy of certain administrations and with the automatic
nature of certain types of expenditure, which do not permit
full control over the deficit for the public sector as a whole.
The danger is therefore that the government will have to face
an increase far higher than initially expected in the deficit of
the two institutions which administer the major part of the
social security system, the national health service and the
national institute for social welfare. And it also faces strong
political resistanceto its plans to increase public receipts in
order to reduce the dynamic of the deficit. In other words, the
government will not find it easy to adhere to the firm line it
has set itself: to achieve the adoption in full of the finance law
provisions — which will make an essential contribution to
the trend reduction of the deficit — and to use any room for
manceuvre it might have to hold cash expenditure in check. It
must therefore be expected that the initial quantitative
targets for the net borrowing of the enlarged public sector in
1982 will be substantially overshot, but there is still a
reasonable chance that this will not imply a relative
worsening in the situation by comparison with 1981 and, in
particular, that the general government borrowing require-
ment will be kept at a level not much above 10%, of gross
domestic product. Otherwise the monetary equilibrium
forecast for 1982 would inevitably be threatened, with all the
consequences which this would entail for the key equilibria.

The situation is also unclear with regard to wages (see box):
the government has done everything which rests with it —
notably by action on prices, by taxation and by setting public
service charges — to create a climate favourable to the
moderation it was seeking. Furthermore, awareness seems to
be growing among workers’ organizations of the dis-
advantages of inflation, and notably its negative effect on
employment. It is therefore reasonable to expect that the
government’s target in this area will be roughly respected in
the collective agreements under negotiation, and that any
overshoot will not, at all events, be sufficient to threaten the
strategy of restoring equilibria.

Still, the fall in the inflation rate expected for 1982 will not be
sufficient to prevent Italy’s competitive position vis-a-vis her
chief trading partners from tending to deteriorate again.
Thus, the rate of inflation, high as it is, remains a factor
which weakens activities exposed to external competition
relative to those which are sheltered from it, and con-
sequently is a factor in the allocation of resources in a way
which may be prejudicial to the economy’s optimal
adjustment to the international environment. If a lasting
return is to be made to sustained growth, the policy of
squeezing inflation out of the economy must therefore be
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pursued with great determination and the constraints
imposed by this policy must cease to bear most heavily on the
company sector, so that investment can eventually recover,
as is essential. The objectives of cutting the general
government current deficit and of moderating pay are
therefore destined to be given high priority for a long time to
come. .

Structural policy is also still faced with important sectoral
tasks. The first, and most urgent task is to put the Energy
Plan into operation at the pace planned: the aim, for 1990, is
a sharp reduction in dependence on oil at least, if not overall
dependence on energy. The rapid implementation of an
industrial policy is also necessary, using measures which will
loosen certain constraints on companies and improve their
environment, in conjunction with specific action to en-
courage certain changes; these will hasten the development
of industry’s sectoral structures in directions which enable it
to turn the international division of labour to the best

account at the same time as helping to raise industry’s
technological level.

The productivity requirements implied by these sectoral
changes contain a risk that the employment situation will be
aggravated, if they do not lead rapidly to a higher rate of
growth, and if they are not accompanied by actions which
tend, by changes in working hours, the improvement of
vocational training and the relaxation of the constraints on
redundancies, to increase the fluidity of the labour market.

Lastly, the achievement of a better balance between the
productivity levels of the different regions is still, and will
long be, a prime structural objective: in view of the
sometimes disappointing results of past action, success in this
area would seem to call for a review of the principles and
methods of public intervention so that greater stimulation is
given to initiative at local level.
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Problems of pay policy

The current economic policy debate centres on the problem of
the cost of labour, for more than one reason. First, the new
government, on taking office, explicitly proposed an anti-
inflation pact: the government, managements and the trade
unions were to agree on a rate of inflation which would serve as a
reference for indexation, public utility charges, administered
prices and contractual wage demands. Second, many collective
agreements are due for renewal in 1982. The problem is further
complicated by the realization that five years of flat-rate
indexation in a period of high inflation have considerably
compressed wage differentials, and by the proposal for a
referendum to decide on the repeal of the provision which, since
1977, has excluded the cost-of-living allowance from the
calculation of severance payments.

At the beginning of 1981, all the political forces agreed that an
anti-inflation policy was essential. The unitary trade-union
federation began to study a plan to reform the indexation system,

but the first concrete proposal for a change came from just one of .

the three member trade unions. Discussions then entered a
difficult phase when the present government came into office,
with the employers’ organizations threatening to terminate on 30
June the agreement between employers and unions on the
indexation system. To prevent the negotiations from getting off
to a bad start, the government announced its proposal for an
anti-inflation pact. After the summer holiday, the unitary trade-
union federation accepted the government’s invitation and
prepared a proposal for an anti-inflationary pay policy which,
exceptionally, depended on the approval of workers in all firms.
This enormous consultation procedure culminated in a meeting
of the general councils of the three trade unions in Florence early
in February 1982.

In February 1982, the positions of the three parties to the cost of
labour negotiations are, in very simplified form, the following:

The government has asked managements and unions for wage
agreements and price increases which are compatible with its
target for inflation, which is to be held to an average of 16%, for
1982.

The trade unions have asked for the agreements on the costs of
labour to form part of a wider agreement on ‘reflating the
economy and fighting inflation’. Their agreement to adopt an
attitude compatible with the 169 target is subject to a whole
series of conditions which include abolition of the insured
person’s contribution to the cost of medical treatment, lower
rents, a freeze on administered prices, and the conclusion of an
agreement on the retirement scheme which would guarantee that
beneficiaries received 80%; of their former earnings, and would
provide for the cost-of-living allowance for the retired to be
adjusted each quarter. As regards pay increases proper, the
unions have asked for the correction of the effect of fiscal drag on
pay increases of 169, and under, and on those of over 169, which
are offset by productivity increases. For manufacturing industry
alone, the unions have also asked for the budgetization of social

security contributions on increases due to indexation within the
16%; limit.

Managements have declared their readiness to respect the 169,
target, but have pointed out that the acceptance of all the
demands contained in the programmes which the unions have
drawn up in preparation for the renewal of the collective
agreements would, in 1982, push up the cost of labour by far
more than the target figure.

The following two paragraphs contain details which will help
towards an understanding of the current discussions.

The sliding scale

Under the wage indexation system adopted in Italy, all workers
receive the same increase — LIT 2 389 — for each one-point
increase in the specific index: pay adjustments are made each
quarter. This system at present guarantees cover of some 75% for
the average wage. The rate of cover is higher for below-average
wages and lower for above-average wages. The application of
this mechanism in periods of high inflation has caused a
considerable compression of wage differentials, which worries
the trade unions themselves although they helped to devise the
agreement. Further, the frequency of the increases, and above all
the fact that the rate of cover varies in inverse proportion to the
variations in the inflation rate mean that application of this
indexation mechanism is a serious impediment to any anti-
inflation policy.

Ever since the agreement which produced the indexation
mechanism in its present form was concluded in January 1975, it
has been under attack, and many proposals have been made for
modifying it. Over the last two years, a variety of experts have
presented a great many specific proposals which cannot be
presented here in detail. They can, however, be divided into three
main groups.

The first group consists of proposals for modifying the reference
index so that it is not influenced by increases in the prices of
imported raw materials, by increases in energy product prices, or
by the effects of a change in indirect taxation. This is the same as
saying that it ought not to be influenced by external factors or,
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